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1602 Northern Life Tower,
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In the Superior Comt of the State of Washington

in and for King County.

20575

A. W. KLINE, Receiver of Ejrksey Chevrolet

Company, a corporation,

Plaintiff,

vs.

GENERAL MOTORS ACCEPTANCE CORPO-
RATION, a corporation,

Defendant.

COMPLAINT.

Comes now the plaintiff and for cause of action

herein complains and alleges as foDows, to-wit:

I.

That he is the duly appointed, qualified and act-

ing receiver of the Kirksey Chevrolet Company, a

•Pa^e numbering appearing at the foot of page of original certified
Tranacript of Eecord.
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Washington corporation, and that by an order duly

entered he has been authorized to bring this action.

II.

That the General Motors Acceptance Corporation

is a corporation organized and existing under and

by virtue of the laws of the State of New York,

authorized to conduct a general finance business

and doing business within King County, State of

Washington.

III.

That on or about the 29th day of January, 1931,

the above named Kirksey Chevrolet Company was

the owner of the following described automobiles

and certain equipment thereon of the reasona]:)le

value on said date as set forth herein

:

Coach Serial No. 6i\F11561 $576.20

Sport Sedan Serial No. 6AE11465 656.00

Sedan Serial No. 6AE11587 624.60

157" Dual Cab Serial No. 6LT2848 724.60

Coach Serial No. 6AE10367 $576.20

Sedan Serial No. 6AE10248 624.60

Sport Roadster Serial No. 6AE10327 558.20

Sport Coupe Serial No. 6AE8937 616.50

Coupe Serial No. 6AE8879 568.60

Sport Coupe Serial No. 6AE9475 579.00

Sport Coupe Serial No. 6AE9455 579.00

Coml. Chassis

Cab & Box. Serial No. 6AE9294 512.50

131" Dual Chassis Serial No. 6LT1569 556.20

Coupe Serial No. 6AE8664 587.35

[2]
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lY.

That on said date the defendant acting under

a purported chattel mortgage which was void and

of no effect entered upon the premises of the Kirk-

sey Chevrolet Company and forcibly and ulnawfully

seized and took possession of the above described

automobiles.

V.

That the reasonable value of said automobiles

was the sum of Eight Thousand Three Hundred

and Thirty-nine Dollars and fifty-five cents

($8339.55), and that said receiver has made de-

mand upon said defendant for the return of said

automobiles and said defendant has failed and re-

fused to return said automobiles or the value there-

of, or any part thereof, and there is now due and

owing to said Kirksey Chevrolet Company the sum

of Eight Thousand Three Hundred and thirty-nine

Dollars and Fifty-five cents ($8339.55) with inter-

est thereon from the 29th day of January, 1931.

WHEREFORE, plaintiff prays:

1. That he have and recover judgment against

the defendant in the sum of $8339.55 with interest

thereon from the 31st day of January, 1931.

2. That he have and recover judgment against

the defendant for his costs and disbursements

herein.

3. For such other and further relief as to the

court may seem just and equitable.

SAM L. LEVINSON
Attorney for plaintiff

1622 Northern Life Tower,

Seattle, Washington. [3]
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State of Washington,

C^ounty of King.—ss.

A. W. KLINE, being first duly sworn on oath

deposes and says:

That he is the plaintiff in the above entitled

action; that he has read the foregoing complaint,

knows the contents thereof and believes the same

to be true.

A. W. KLINE

Subscribed and sworn to before me, this 22 day

of July, 1931.

SAM L. LEVINSON
Notary Public in and for the State of Wash-

ington, residing at Seattle.

[Endorsed]: Filed in County Clerk's Office, King

(bunty. Wash. Aug. 17, 1931. Abe N. Olson, Clerk,

By: W. A. Cavanaugh, Deputy.

[Endorsed] : Filed in the United States District

Court, Western District of AVashington, Northern

Division. Sep. 10, 1931. Ed. M. Lakin, Clerk, By
S. Cook, Deputy. [4]
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In the United States District Court for the Western

District of Washington, Northern Division.

No. 20575

A. W. KLINE, Receiver of Kirksey Chevrolet Com-

pany, a corporation,

Plaintiff,

vs.

GENERAL MOTORS ACCEPTANCE CORPO-
RATION, a corporation,

Defendant.

AMENDED COMPLAINT.

Comes now the plaintiff and for cause of action

herein complains and alleges as follows, to-wit:

I.

That he is the duly appointed, qualified and acting

receiver of the Kirksey Chevrolet C^ompany, a

Washington corporation, and that by an order duly

entered he has been authorized to bring this action.

11.

That the General Motors Acceptance Corporation

is a corporation organized and existing under and

by virtue of the laws of the State of New York,

authorized to conduct a general finance business

and doing business within King County, State of

Washington.

III.

That on or about the 29th day of January, 1931,

the above named Kirksey Chevrolet Company was

the owner of the following described automobiles
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and certain equipment thereon of the reasonable

vahie on said date as set forth herein:

Coach Serial No. 6AE11561 $576.20

Sport Sedan Serial No. 6AE11456 656.00

Sedan Serial No. 6AE11587 624.60

157" Dual Cab Serial No. 6LT2848 724.60

Coach Serial No. 6AE10367 $576.20

Sedan Serial No. 6AE10248 624.60

Sport Roadster Serial No. 6AE10327 558.20

Sport Coupe Serial No. 6AE8937 616.50

Coupe Serial No. 6AE8879 568.60

Sport Coupe Serial No. 6AE9475 579.00

Sport Coupe Serial No. 6AE9455 579.00

(^oml. Chassis

(\ab & Box. Serial No. 6AE9294 512.50

131" Dual Chassis Serial No. 6LT1569 556.20

Coupe Serial No. 6AE8664 587.35

[5]

IV.

That on said date the said defendant was a credi-

tor of the Kirksey Chevrolet (^niioany and on said

date said Kirksey Chevrolet Company was insol-

vent, and that acting under a purported chattel

mortgage which was void and of no effect, defend-

ant entered upon the premises of the Kirksey Chev-

rolet Co. and forcibly and unlawfully seized and

took possession of the above described property;

that such seizure and unlawful taking constituted

an unlawful preference over the other creditors

of said Kirksey Chevrolet Company.
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Y.

That the reasonable value of said automobiles was

the sum of Eight Thousand Three Hundred and

Thirty-nine Dollars and Fifty-five cents ($8339.55),

and that said receiver has made demand upon said

defendant for the return of said automobiles and

said defendant has failed and refused to return said

automobiles or the value thereof, or any part there-

of, and there is now due and owing to said Kirksey

Chevrolet Company the sum of Eight Thousand,

Three Hundred and Thirty-nine Dollars and Fifty-

five cents ($8339.55) with interest thereon from

the 29th day of January, 1931.

WHEREFORE, plaintiff prays:

1. That he have and recover judgment against

the defendant in the smn of $8339.55, with interest

thereon from the 31st day of January, 1931.

2. That he have and recover judgment against

the defendant for his costs and disbursements

herein.

3. For such other and further relief as to the

court may seem just and equitable.

SAM L. LEYINSON
Attorney for Plaintiff. [6]
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United States of America,

Western District of Washington,

Northern Division—ss.

A. W. KLINE, being first duly sworn, on oath

deposes and says

:

That he is the plaintiff in the above entitled action

;

that he has read the foregoing complaint, knows the

contents thereof, and believes the same to be true.

A. W. KLINE.

Subscribed and sworn to before me this 16th day

of March, 1932.

[Seal] SAM L. LEVINSON,
Notary Public in and for the State of Washington,

residing at Seattle.

[Endorsed] : Filed Apr. 4, 1932. [7]

[Title of Court and Cause.]

ANSWER.

NOW COMES the defendant herein and answer-

ing the complaint alleges and denies as follows:

I.

Referring to Paragraph III, this defendant de-

nies that on January 29, 1931, Kirksey Chevrolet

Company was then or ever was the owner of the auto-

mobiles therein described.

11.

Referring to Paragraph IV, this defendant admits

that on January 29, 1931, it took possession of said
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automobiles and denies each and every other allega-

tion contained in said paragraph.

III.

Referring to Paragraph V, this defendant denies

that there is any sum due and owing from it to the

Kirksey Chevrolet Company.

FURTHER ANSWERING said complaint and as

a first affirmative defense thereto, this defendant al-

leges :

I.

That the automobiles described in Paragraph III

of the complaint herein were at all times mentioned

herein, the property of this defendant, title thereto

having been acquired by defendant for a valuable

consideration directly from Chevrolet Motor Com-

pany of California, the manufacturers thereof from

which company this defendant received bills of sale

therefor; that title to said automobiles was obtained

by defendant and possession thereof given to Kirk-

sey Chevrolet Company in the following manner:

That said automobiles would be shipped to Seattle

by Chevrolet Motor Company of California con-

signed to itself; that the bills of lading therefor

with sight draft for ten per cent of the purchase

price attached thereto, together with bill of sale con-

veying said cars to this defendant and already exe-

cuted by said manufacturer and together with forms

of trust receipts and promissory notes would all be

forwarded to the [8] West Seattle State Bank in

Seattle; that attached hereto marked Exhibit ''A"
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and by this reference made a part hereof is copy of

form of instructions to bank, bill of sale, trust re-

ceipt and promissory note used in each of the trans-

actions involving the cars described in Paragraph

III of the complaint herein; that upon receipt by

said bank of said papers and documents, said bank

would procure from Kirksey Chevrolet Company
funds in the amount of said sight draft and would

cause the said Kirksey Chevrolet Company to exe-

cute said trust receipts and promissory notes which

notes represented the remaining ninety per cent

of the purchase price and thereupon said bills of

lading would be delivered to said dealer and posses-

sion of the automobiles represented thereby pro-

cured by it from the carrier; that thereupon said

bills of sale, trust receipts and promissory notes

would be delivered by said bank to this defendant

which in turn would remit directly to the Chevrolet

Motor Company of California the amount of the

promissory note.

II.

That the foregoing method of financing the whole-

sale purchase of automobiles by retail automobile

dealers thru trust receipts with time drafts at-

tached is in universal use thruout the United States

and is the result of a long established business

custom and usage by which banking credit is effi-

ciently mobilized for the use of the automobile

dealer of average means ; that said custom and use

of trust receipts has been borrowed by the domes-

tic automobile industry from the method of finan-
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cing the importation of merchandise from foreign

countries and the history of the industry has proven

that without such an arrangement it would be im-

possible for the average retail automobile dealer

in the United States to continue in business and con-

sequently impossible for the automobile manufac-

turing industry of the United States to market its

products; that banks and finance companies now

have invested in such transactions involving trust

receipts in similar or identical form to that attached

hereto many hundred millions of dollars. [9]

III.

That each of the transactions by which this de-

fendant purchased said automobiles from the Chev-

rolet Motor Company of California and delivered

possession thereof to the Kirksey Chevrolet Com-

pany as bailee pursuant to the terms of said trust

receipts, was entered into by this defendant in good

faith and in reliance upon and pursuant to such

general and universal custom and usage; that on

January 29, 1931, this defendant retook possession

of said automobiles pursuant to the terms of said

trust receipts and thereupon all rights of the bailee

therein terminated.

As a second affirmative defense this defendant

alleges

:

I.

That on January 29, 1931, at the time possession

of said automobiles was taken by this defendant,

the reasonable value of said automobiles was as set
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forth in the complaint herein and there was then

owing by Kirksey Chevrolet Company to this de-

fendant, the following amounts, on the respective

promissory notes attached to trust receipts cover-

ing said automobiles as follows:

Coach Serial No. 6AE11561 $493.48

Sport Sedan Serial No. 6AE11465 565.69

Sedan Serial No. 6AE11587 555.66

157 Sedan

Dual Cab Serial No. 6LT2848 605.81

Coach Serial No. 6AE10367 493.48

Sedan Serial No. 6AE10248 555.66

Sport Rdst. Serial No. 6AE10327 459.37

Sport Coupe Serial No. 6AE8937 510.03

Coupe Serial No. 6AE8879 482.92

Sport Coupe Serial No. 6AE9475 510.03

Sport Coupe Serial No. 6AE9455 510.03

Coml. Chas.

Cab & Box Serial No. 6AE9294 449.79

131 Coml.

Dual Chas. Serial No. 6LT1569 508.01

Coupe Serial No. 6AE8664 478.38

II.

That if this court should adjudge that the action

of this defendant in taking possession of said auto-

mobiles on January 29, 1931, as aforesaid, consti-

tuted a conversion thereof, then plaintiff may re-

cover only the value of said automobiles, less the

amounts owing thereon from Kirksey Chev- [10]



vs. A. W, Kline 13

rolet Company to this defendant at the time of said

conversion as set forth above.

As a third affirmative defense, this defendant

alleges

:

I.

That if this court should hold that the trust re-

ceipt arrangement referred to and described in the

first affirmative defense herein did not constitute

a valid and enforcible bailment, but constituted

either a conditional sale contract or a chattel mort-

gage transaction, said transactions were nevertheless

valid as between the parties thereto and this de-

fendant peacefully and with the consent of Kirksey

Chevrolet Company recovered possession of said

automobile before the rights of any creditor or third

party attached and before the appointment and

qualification of the plaintiff herein as receiver of

Kirksey Chevrolet Company.

WHEREFORE, having fully answered, this de-

fendant prays that plaintiff taken nothing by his

complaint herein and that defendant recover its

costs and disbursements.

EGGERMAN & ROSLING,
Attorneys for Defendant.

State of Washington,

County of King—ss.

R. B. AVISON, being first duly sworn, on oath

deposes and says: That he is Special Collection

manager of defendant corporation, and as such is

authorized to make this affidavit on its behalf; that
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he has read the foregoing answer, knows the con-

tents thereof and believes the same to be true.

R. B. aat:son.

Subscribed and sworn to before me this 8th day

of October, 1931.

[Seal] EVELYN NELSON,
Notary Public in and for the State of Washington,

residing at Seattle.

[Endorsed] : Filed Oct. 10, 1931. [11]

DEFENDANT'S EXHIBIT B
BILL OF LADING OR DRIVEAWAY

SHIPMENTS

Not for Use In Indiana

GMAC^ 4 200M-7-29 Printed in U. S. A.

(Pink Sheet)

Identification No.

No. 579335

Always quote this number

when reporting.

Instructions to Bank

To

Name and Address of Bank

Please act for General Motors Acceptance Corpo-

ration in the following transaction:

Notif}^ Drawee _

Dealer Address

to call at your Bank upon arrival of the Motor
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Vehicles covered by attached Bill of Lading and

have htm

1. Pay Sight Draft.

2. Date and Sign Trust Receipt, which you will

please witness.

3. Date and Sign Promissory Note.

Upon execution of above

(a) Deliver to Drawee—Bill of Lading and en-

tire white sheet with Dealers Release Orders

attached thereto.

(b) Return to the Undersigned—Remainder of

this sheet.

(c) Remit to the Drawer of Sight Draft—The

proceeds thereof unless instructed otherwise

on Sight Draft itself, in which case follow

such instructions.

If dealer wishes to release one or more cars at

the time he takes up Sight Draft, attach to

the remainder of this sheet his check for

amount due on each car released less 1%
together with a release order properly exe-

cuted.

If the above named dealer takes up bill of lading

for 100% cash, please stamp the remainder

of this sheet "cancelled" and forward it to

undersigned.

GENERAL MOTORS ACCEPTANCE
CORPORATION

(Branch Address

IMPORTANT—You are especially requested to

give these instructions your prompt attention.
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Identification No.

No. 579335

Always quote this number

when reporting

BILL OF SALE
General Motors Acceptance Corporation

Know All Men By These Presents, that the

undersigned for A^aluable considerations does here-

by grant, sell, transfer and deliver unto the Gene-

ral Motors Acceptance Corporation (Grantee) the

following Motor Vehicles

:

Make B/L, Railroad Car Number Initials

SHIPPER FILLS IN SHIPPER LEAVES BLANK
Description of motor vehicles Principal Due Date Int. Int. P. Payment Date

Paid Pd. Short PaidModel Motor No. Serial Xo.

1

2

4

5

6

DEALER'S NAME AND ADDRESS
Start first letter of name directly under

Y arrow

Term ^lonth Day Year Class Note
No.

No. 579335

To have and to hold all and singular the said

goods and chattels to said grantee, its successors

and assigns. The undersigned covenants with said

grantee that undersigned is the lawful owner of

said chattels; that they are free from all encum-

brances; that undersigned has a good right to sell

the same; that undersigned will warrant and de-

fend same against the lawful claims and demands

of all persons.
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Witness the hand and seal of the undersigned

this day of , 19

Witness

(L. S.)

Shipper

By
(Official Title, if Company) [28]

TRUST RECEIPT
Received of General Motors Acceptance Corpora-

tion the Motor Vehicles described above.

I (we) hereby acknowledge that said Motor

Vehicles are the Property of Said General Motors

Acceptance Corporation and agree to take and

hold the same, at my (our) sole risk as to all loss

or injury, for the purpose of storing said prop-

erty; and I (we) hereby agree to keep said Motor

Vehicles brand new and not to operate them for

demonstrating or otherwise, except as may be

necessary to drive said Motor Vehicles from freight

depot or from above city to my (our) place of

business with all due care at my (our) risk en route

against all loss and damage to said Motor Vehicles,

Persons or Property, and except as I (We) may
l:)e allowed by you in a special case to use the same

for demonstrating upon our comj)liance with the

conditions expressed in your instructions to us,

and to return said Motor Vehicles to said General

^lotors Acceptance Corporation or its order upon

demand; and pay and discharge all taxes, encirni-
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brances and claims relative thereto. I (we) hereby

agree not to sell, loan, deliver, pledge, mortgage, or

otherwise dispose of said motor vehicles to any

other person until after payment of amounts shown

on Dealer's Record of Purchase and Release of like

identification number herewith. I further agree that

the deposit made by me (us), in connection with

this transaction, may be applied for reimburse-

ment for any expense incurred by General Motors

Acceptance Corporation, in the event of breach of

this Trust or repossession of said Motor Vehicles.

It is further agreed that no one has authority

to vary the terms of this Trust Receipt.

Executed this day of 19 at

Witness
(Dealer)

By
(Official Title if Company)

Identification No.

No. 579335

Always quote this number

when reporting.

Shipper: Leave blank. Dealer

fills in Date When Signing.

PROMISSORY NOTE
19

(City) (State) (Month) (Day) (Year)

Months after date, for value received I

(we) promise to pay to the order of General Motors

Acceptance Corporation at their office,

/lOO Dollars $

with interest at 6% per annum from the date hereof.
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In case of default, I (we) hereby authorize, irre-

vocably, any attorney-at-law to appear for nie (us)

in any court of record in the United States, and

waive the issue and service of process and confess

a judgment against me (us) in favor of the holder

hereof, together with costs.

And I (we) agree, in the event this note is placed

in the hands of an attorney for collection, to pay

15% of the amount due hereon as attorney's fees

or, if prohibited, the amount permitted by law.

And I (we) hereby waive all benefits of valuation,

appraisement and exemption laws, and all rights of

appeal and release all errors.

By
(Official Title if Company) [29]

White Sheet

Identification No.

No. 579335

Always quote this number

when reporting.

INSTRUCTIONS TO DEALER

Documents sent to above Bank

Instructions to

Name of Dealer Address

The above named bank will give you "Dealers

Record of Purchase and Release", for motor

vehicles covered by Trust Receipt (of like identifi-
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cation number herewith) signed ])y you before tak-

ing delivery, as well as Release Orders (in blank).

The motor vehicles are subject to the terms of the

Trust Receipt, until released by you in the follow-

ing manner:

1. A Release Order should be completely filled

in for each motor vehicle you wish to release in

full, and forwarded to the imdersigned with remit-

tance for proper amount due on car as shown on

*' Dealers Record of Purchase and Release," less

any payments previously made under Demonstra-

tion Plan. Release of vehicles is not effected until

actual payment is received by the undersigned in

cash or through payment and final collection of

check or draft. Make record of payment on "Deal-

ers Record of Purchase and Release."

Pa^anent to GrMAC of the full amount shown on

"Dealers Record of Purchase and Release" con-

stitutes release from trust.

The amount paid by you in accordance with the

above instructions will be applied against your

Promissory Note of like identification number here-

with.

2. If you have been extended the demonstration

plan and wish to release a motor vehicle for demon-

strating purposes a Release Order should be com-

pletely filled in and forwarded to the undersigned

together with remittance for 15% of the proper

amount due on car as shown on "Dealers Record of

Purchase and Release." Make a record of payment

on "Dealers Record of Purchase and Release."
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Demonstration is absolutely forbidden except in

accordance with these instructions. Any payments

under Demonstration Plan (paid by you as above)

\Yill be applied at maturity against your promissory

note of like identification number herewith.

When making out Release Orders be sure to fill

in, on each Release Order, the above Identification

Number shown in red.

In Forwarding Remittances to GMAC Always

Send Therewith Release Orders.

GENERAL MOTORS ACCEPTANCE
CORPORATION.

(Branch Address)

Identification No.

No. 579335

Always quote this number

when reporting.

DEALER'S RECORD OF PURCHASE
& RELEASE

To Dealer:

For future reference enter date of Promissory

Note and maturity date when signing Promissory

Note.

Date of Promissory Note Maturity Date

Month Day Year Month Day Year

IMPORTANT
The amount necessary to send GMAC in order

to release a car in full is shown in column under

arrow op]30site description of car you wish to re-
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lease. To tins amount must be added additional

charge figured in accordance with instructions on

reverse side of "Dealers Release Order". If you

have been extended the Demonstration Plan and

wish to release a car for demonstration, send 15%
of amount due GMAC with additional charge fig-

ured in accordance with instructions on reverse

side of ''Dealers Release Order."

Dealer should make record of all payments in

columns headed ''Date Sold" "Date Paid" and

"How Paid".

I
Model Motor No. Serial Xo. Amt. <lue GMAC Date Sold Date Paid How Paid

[Endorsed]: #20705 Defendant's Exhibit B ad-

mitted. [30]

[Title of Court and Cause.]

REPLY.

Comes now the plaintiff and replying to the an-

swer of the defendant, admits, denies and alleges as

follows, to-wit:

I.

Replying to the first affirmative defense contained

in said answer, plaintiff denies that the automobiles

referred to in said affirmative defense, were the

property of the defendant, and denies each and

every other allegation therein contained ; except that

the plaintiff admits that certain documents were
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executed as referred to in said first affirmative de-

fense, but denies that title passed to the defendant

as a result of such documents and that said docu-

ments were invalid to pass said title.

II.

Replying to the second affirmative defense con-

tained in defendant's answer, plaintiff denies each

and every allegation therein contained.

III.

Replying to the third affirmative defense con-

tained in defendant's answer, plaintiff denies each

and every allegation therein contained.

WHEREFORE, having fully replied, plaintiff

prays for judgment as in his complaint he has

prayed.

SAM L. LEVINSON,
Attorney for Plaintiff.

United States of America,

Western District of Washington,

Northern Division—ss.

A. W. KLINE, being first duly sworn, on oath

deposes and says: That he is the Receiver of the

Kirksey Chevrolet Company, the plaintiff above

named ; that he has read the foregoing reply, knows

the contents thereof, and believes the same to be

true.

A. W. KLINE.
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Subscribed and sworn to before me this 3 day of

September, 1932.

SAM L. LEVINSON,
Notary Public in and for the State of Washington,

residing at Seattle.

[Endorsed] : Filed Sep. 15, 1932. [12]

[Title of Court and Cause.]

DECISION

(Findings of Fact and Conclusions of Law)

SAM L. LEVINSON, Esq.,

For Plaintiff,

EaOERMAN & ROSLING,
For Defendant.

NETEREE, District Judge:

This case has heretofore been submitted to the

court upon stipulations, (a trial by jury being ex-

l)ressly waived), testimony and briefs, the last l^rief

being filed June 12, 1934.

The court finds that the plaintiff is and has been

a duly appointed, qualified and acting receiver of

the Kirksey Chevrolet Company since February 2,

1931; at that time the defendant, General Motors

Acceptance Corporation, was a creditor of the in-

solvent in the amount of $8,500.00, and as a re-

sult of subsequent litigation this was increased to

$12,500.00 ; that the reasonable value of the automo-
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biles in issue on the date of seizure was $8339.55;

that the automobiles in issue were in the possession

of the Kirksey Chevrolet Company, exposed for

sale, displayed in its sales room to the public, some

of them being there from four to six weeks, others

from seven to ten days; that on or about the 29th

day of January, 1931, the defendant, without right,

took from the insolvent Kirksey Chevrolet Com-

pany, all the automobiles in issue under a claim as-

serted on certain trust receipts executed by the

Kirksey Chevrolet Company upon delivery of the

cars to defendant upon the following facts:

On January 7, January 9, January 10, and Jan-

uary 20, 1931, the Kirksey Chevrolet Company exe-

cuted and delivered to the defendant four certain

jDromissory notes, in form as follows

:

"Seattle, Wash 19

Three (3) months after date, for value received,

I (we) promise to pay to the order of GEN-
ERAL MOTORS ACCEPTANCE CORPORA-
TION at their office, 1326 5tli Avenue, Seattle,

Washington, /lOO Dol-

lars $ , with interest at 6^f per

annum from the date hereof. [13]

"In case of default I (we) hereby authorize,

irrevocably, any attorney-at-law to appear for

me (us) in any court of record in the United

States, and waive the issue and service of pro-

cess and confess a judgment against me (us) in

favor of the holder hereof, together with costs.
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"And I (we) agree, in the event this note is

placed in the hands of an attorney for collec-

tion, to pay 15% of the amount due hereon as

attorney's fees, or, if prohibited, the amount

permitted by law.

''And I (we) hereby waive all benefits of

valuation, appraisement and exemption laws,

and all rights of appeal and release all errors.

KIEKSEY CHEVROLET COMPANY
By T. H. Kirksey, Pres."

These notes were in the sums of $1958.00, $1952.00,

$1958.00 and $2313.00, respectively.

On the 30th day of December, 1930, the Chevrolet

Motor Company of California executed to the Gen-

eral Motors Acceptance Corporation certain bills of

sale, in form as follows

:

''BILL OF SALE.

Identification No.

No

"GENERAL MOTORS ACCEPTANCE
CORPORATION

"Know all men by these presents, that the

undersigned for valuable considerations does

hereby grant, sell, transfer and deliver imto the

GENERAL MOTORS ACCEPTANCE COR-
PORATION (Grantee) the following Motor

Vehicles

:

(Here follows make of car, B/L, Railroad,

car initials and number on which shipped, de-
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scription of motor vehicles, principal due, date

paid, int. paid, int. short, p. payment, date paid,

dealer's name and address, term, month, day,

year, class, note number).

"To have and to hold all and singular the

said goods and chattels to said grantee, its suc-

cessors and assigns. The undersigned covenants

with said grantee that undersigned is the lawful

owner of said chattels; that they are free from

all encumbrances; that undersigned has a good

right to sell the same; that undersigned will

warrant and defend same against the lawful

claims and demands of all persons.

"Witness the hand and seal of the under-

signed this day of

"Witness

CHEVROLET MOTOR CO.

OF CALIFORNIA.
(Shipper)

By
(official title, if company").

[14]

Attached to each bill of sale was a trust receipt,

on form as follows:

"TRUST RECEIPT. Received of GEN-
ERAL MOTORS ACCEPTANCE CORPORA-
TION the Motor Vehicles described above.

"I (we) hereby acknowledge that said Motor

Vehicles are the PROPERTY OF SAID GEN-
ERAL MOTORS ACCEPTANCE CORPORA-
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TION and agree to take and. hold tlie same, at

my (our) sole risk as to all loss or injury, for

the purpose of storing said property; and I

(we) hereby agree to keep said Motor Vehicles

brand new and not to operate them for demon-

strating or otherwise, except as may be neces-

sary to drive said Motor Vehicles from freight

depot or from above city to my (our) place of

business with all due care at my (our) risk

enroute against all loss and damage to said

Motor Vehicles, Persons or Property, and ex-

cept as I (we) may be allowed by you in a

special case to use the same for demonstrating

upon our compliance with the conditions ex-

pressed in your instructions to us, and to return

said Motor Vehicles to said General Motors Ac-

ceptance Corporation or its order upon demand

;

and pay and discharge all taxes, encumbrances

and claims relative thereto. I (avc) hereby agree

not to sell, loan, deliver, pledge, mortgage, or

otherwise dispose of said motor vehicles to any

other person until after payment of amounts

shown on Dealer's Record of Purchase and Re-

lease of like identification number herewith. I

further agree that the deposit made by me (us),

in connection with this transaction, may be ap-

plied for reimbursement for any expense in-

curred by General Motors Acceptance Corpora-

tion, in the event of breach of this Trust or re-

possession of said Motor Vehicles.
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**It is further agreed that no one has author-

ity to vary the terms of this Trust Receipt.

Executed this day of

" Witness.

KIEKSEY CHEVROLET COMPANY
By T. H. Kirksey, Pres."

Each such trust receipt was executed at the time of

the delivery to the Kirksey Chevrolet Company of

the automobiles described in the bill of sale.

The promissory notes and the bills of sale were

sent to the bank with instructions that upon execu-

tion of the notes and trust receipt by the Kirksey

Chevrolet Company the automobiles be delivered

to the Kirksey Chevrolet Company, and that the

automobiles were so delivered and placed upon the

sales room and show [15] room of the Kirksey

Chevrolet Company for the purpose of sale and

sold in due course, and payments made from time

to time, with the result that the amount, as before

stated, was due and unpaid; that there is due and

unpaid from the Kirksey Chevrolet Company the

amount above stated.

Upon default in payment of the indebtedness

above named, the defendant sought to obtain pos-

session of the automobiles from the Kirksey Chev-

rolet Company and made demand therefor, but pos-

session thereof was refused; that nothwithstanding

such refusal, the defendant did take possession of

said automobiles over the protest of the Kirksey

Chevrolet Company and without right or lawful

authority.
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As conclusions of law, the court finds that the

plaintiff is entitled to judgment against the defend-

ant for the sum prayed in his complaint, together

with costs and disbursements, as provided by law.

The trust receipt is neither a chattel mortgage nor a

conditional sale, and cannot have the operation or

effect of retaining title, wdthin the provisions of the

laws of the state of Washington, the defendant not

having complied with the recordation acts, nor the

provisions requiring special oath to chattel mort-

gages with relation to the indebtedness at the time

of delivery or obtaining evidences of indebtedness.

Dates this 25th day of June, 1934.

JEREMIAH NETERER,
U. S. District Judge.

[Endorsed] : Filed Jun. 25, 1934. [16]

[Title of Court and Cause.]

EXCEPTION TO CONCLUSION OF LAW AND
ALLOWANCE OF EXCEPTION.

NOW COMES the Defendant and excepts to the

conclusion of law entered by the Court for the rea-

son that the facts as stipulated and found by the

Court do not support the conclusion of law.

Dated at Seattle, Washington, July 31, 1934.

EGGERMAN & ROSLING,
Attorneys for Defendant.
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ORDER ALLOWING EXCEPTION.

The foregoing exception is hereby allowed.

DONE IN OPEN COURT this 31st day of July,

1934.

JEREMIAH NETERER,
Judge.

Copy Reed. 7/31/34

SAM L. LEVINSON
Atty. for Pltf

.

[Endorsed] : Filed Jul. 31, 1934. [17]

[Title of Court and Cause.]

EXCEPTION TO ENTRY OF JUDGMENT AND
ALLOWANCE OF EXCEPTION.

NOW COMES the Defendant and excepts to the

judgment this day entered by the Court for the rea-

son that the facts as stipulated and found by the

Court do not support the judgment.

Dated at Seattle, Washington, July 31, 1934.

EGGERMAN & ROSLING,
Attorneys for Defendant.

ORDER ALLOWING EXCEPTION.
The foregoing exception to the entry of judgment

being presented to the Court at the time judgment

was presented for signature, the said exception is

hereby allowed.
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DONE IN OPEN COURT this 31st day of July,

1934.

JEREMIAH NETERER,
Judge.

Copy Reed. 7/31/34.

SAM L. LEVINSON,
AttyforPltf.

[Endorsed] : Filed Jul. 31, 1934. [18]

In the United States District Court, for the AVestern

District of Washington, Northern Division.

No. 20575

A. W. KLINE, Receiver of Kirksey Chevrolet

Company, a corporation,

Plaintife,

vs.

GENERAL MOTORS ACCEPTANCE
CORPORATION, a corporation.

Defendant.

JUDGMENT.

This matter having come on for trial this 28th

day of December, 1933, before the Hon. Jeremiah

Neterer, one of the judges of the above entitled

court, the plaintiff appearing in person and by his

attorney, Sam L. Levinson, the defendant appearing

in person and by its atorney, Edward L. Rosling,
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of the law firm of Eggerman & Rosling, and the

court having heretofore filed its decision in writing

and its Findings of Fact and Conclusions of Law,

now, therefore,

IT IS HEREBY ORDERED that the plaintiff

have and recover judgment against the defendant.

General Motors Acceptance Corporation, a corpora-

tion, in the sum of Eight Thousand, Three Hun-

dred and Thirty-nine and 55/lOOths ($8339.55) Dol-

lars, with interest thereon at the rate of six (6%)
per cent, per annum from the 29th day of Jan-

uary, 1931.

IT IS FURTHER ORDERED that the plaintiff

have and recover his costs and disbursements herein

to be taxed.

DONE in open court this 31st day of July, 1934.

JEREMIAH NETERER,
Judge.

Presented by:

SAM L. LEVINSON,
Attorney for Plaintiff.

Copy Received July 24, 1934.

EGGERMAN & ROSLING,
Attys. for Pltf

.

Deft.

[Endorsed] : Filed Jul. 31, 1934. [19]
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[Title of Court and Cause.]

PETITION AND ORDER ALLOWING AP-
PEAL FROM JUDGMENT OF JULY 31,

1934.

To : The Honorable Jeremiah Neter, District Judge

:

The above named Defendant, General Motors Ac-

ceptance Corporation, feeling aggrieved by the judg-

ment entered against it in the alcove entitled pro-

ceedings on July 31, 1934, does hereby appeal from

said judgment to the Circuit Court of Appeals for

the Ninth Circuit for the reasons set forth in an

Assignment of Error filed herein, and it prays that

its appeal be allowed and that citation be issued

as provided by law, and that a transcript of the

recorded proceedings and documents upon which

said judgment was based duly authenticated be sent

to the United States (Urcuit Court of Appeals for

the Ninth Circuit under the rules of such Court in

such case made and provided.

And your petitioner further prays that the prop-

er order relating to the required cost bond on

appeal to be required of it be made.

Dated August 6, 1934.

EGGERMAN & ROSLING
Attorneys for Appellant.

Appeal allowed this 6 day of August, 1934, upon
giving cost bond on appeal as required by law in

the sum of $250.00.
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DONE IN OPEN C^OURT August 6th, 1934.

Copy Reed. 8/6/34

SAM L. LEVINSON
Atty for Pltf.

[Endorsed] : Filed Aug. 6, 1934. [20]

[Title of Court and Cause.]

ASSIGNMENT OF ERRORS.

NOW COMES Defendant, General Motors Ac-

ceptance Corporation, and files the following Assign-

ment of Errors, which it will rely upon in the

prosecution of the appeal in the above entitled

cause from the judgment of this Honorable Court

entered July 31, 1934.

I.

That the United States District C^ourt for the

Western District of Washington, Northern Divi-

sion, erred in entering its judgment of July 31, 1934,

against this Defendant for the reason that the facts

as stipulated by the parties and as found by the

Court do not support the judgment entered or any

judgment against this Defendant.

II.

That the United States District Court for the

Western District of Washington, Northern Divi-

sion, erred in entering its judgment of July 31,

1934, against this Defendant for the reason that

the Court applied an erroneous measure of dam-

ages in assessing the amount of the recovery.
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III.

That the United States District ('ourt for the

Western District of Washington, Northern Divi-

sion, erred in entering its judgment of July 31,

1934, against this Defendant for the reason that

the Court improperly allowed recovery of interest.

IV.

That the United States District Court for the

Western District of Washington, Northern Divi-

sion, erred in the entry of its conclusion of law,

filed June 25, 1934, for the reason that the facts

as stipulated by the parties and as found by the

Court do not support said conclusion of law.

AVHEREFORE, appellant prays that said judg-

ment be reversed and that the said District Court

for the Western District of Washington, Northern

Division, be ordered to enter judgment [21] dis-

missing this action and awarding appellant its costs.

Dated this 6 day of August, 1934.

EGGERMAN & ROSLING
Attorneys for Appellant.

Copy reed.

August 6, 1934.

SAM L. LEVINSON,
Atty. for Pltf.

[Endorsed]: Filed Aug. 6, 1934. [22]
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[Title of Court and Cause.]

BOND ON APPEAL.

KNOW ALL MEN BY THESE PRESENTS:
That we, GENERAL MOTORS ACCEPTANCE

CORPORATION, a corporation, as principal, and

THE FIDELITY & CASUALTY COMPANY OF
NEW YORK, a New York corporation, authorized

to transact the business of a surety in the State of

Washington, as surety, are held and firmly bound

unto A. W. KLINE, Receiver of Kirksey Che\TO-

let Compam% a corporation, appellee in the above

cause, in the sum of TWO HUNDRED FIFTY and

no/100 ($250.00) DOLLARS, lawful money of the

United States, to be paid to him and his successors,

to which payment well and truh^ to be made we

bind ourselves and each of us jointly and severally

by these presents.

SEALED with our seals and dated this 6th day

of August, 1934.

The condition of this obligation is such that:

AVHEREAS, on July 31, 1934, in the District

Court of the United States for the Western District

of Washington, Northern Division, in a suit pend-

ing in that Court entitled, ''A. W. Kline, Receiver

of Kirksey Chevrolet Company, a corporation,

plaintiif, a^s. General Motors Acceptance Corpora-

tion, a corporation, defendant,'' a judgment was

entered in favor of the plaintiff and against the

defendant in the sum of $8339.55 with interest and

costs and the said General Motors Acceptance Cor-

poration having obtained an appeal to the Circuit
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Court of Appeals for the Ninth Circuit and filed

a cop3^ thereof in the office of the Clerk of the

Court to reverse the said judgment and a citation

directed to the said A. W. Kline, Receiver, as

aforesaid, citing and admonishing him to bo and

appear at a session of the United States Circuit

Court of Appeals for the Ninth Circuit, to be held

in the City of San Francisco, State of California,

within thirty days after the date of said cita-

tion. [23]

NOW, THEREFORE, if the said General Motors

Acceptance Corporation shall prosecute its appeal to

effect and answer all costs of it fail to make good

its plea, then this obligation to be void; other\\ise,

to remain in full force and effect.

GENERAL MOTORS ACCEPTANCE
CORPORATION

By Eggerman & Rosling,

Its Attorneys

THE FIDELITY AND (^ASUALTY
COMPANY OF NEW YORK,

[Seal] By Lucile Diggs

Attorney-in-Fact

Surety

The foregoing bond is hereby approved: 8-6-34.

NETERER, Judge.

[Endorsed] : Filed Aug. 6, 1934 [24 & 25]

[Title of Court and Cause.]

PRAECIPE FOR TRANSCRIPT OF RECORD.

To the Clerk of the Above Entitled Court

:

Kindly prepare, certify, and transmit to the Clerk
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cuit at San Francisco, California, a typewritten

transcript of the record in the above entitled cause,

containing tlie following portions of the record, omit-

ting all captions except as required by rule of Court

:

1. Complaint
;

2. Amended complaint;

3. Answer

;

4. Reply;

5. Findings of Fact and Conclusions of Law

;

6. Judgment

;

7. Exceptions to Conclusion of Law

;

8. Exception to Judgment;

9. Petition for and order allowing appeal

;

10. Stipulation as to agreed facts

;

(None filed—Clerk).

11. Assignment of errors;

12. Citation on Appeal;

13. Bond;

14. Praecipe for record.

Dated at Seattle, Washington, August 6, 1934.

EGGERMAN & ROSLING,
Attorneys for Appellant.

Copy of the foregoing Praecipe for Record re-

ceived this 6 day of August, 1934, and we hereby

stipulate that the foregoing contains all of the record

necessary for the determination of this appeal.

Attorneys for Appellee.

Copy Reed. 8/6/34.

SAM L. LEVINSON,
Atty. for Pltf

.

[Endorsed] : Filed Aug. 6, 1934. [26]
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[Title of Court and Cause.]

PRAECIPE FOR SUPPLEMENTAL
TRANSCRIPT OF RECORD.

To the Clerk of the Above Entitled Court

:

You will please add to the record heretofore re-

quested by the defendant, the following:

1. Defendant's Exhibit B referred to in defend-

an't answer as Exhibit A, attached to said answer.

Dated at Seattle, Washington, this 17 day of Octo-

ber, 1934.

SAM L. LEVINSON,
Attorney for Plaintiff.

[Endorsed]: Filed Oct. 20, 1934. [27]

[Title of Court and Cause.]

CERTIFICATE OF CLERK U. S. DISTRICT

COURT TO TRANSCRIPT OF RECORD.

United States of America,

Western District of Washington—ss.

I, Edgar M. Lakin, Clerk of the above entitled

Court do hereby certify that the foregoing type-

written transcript of record, consisting of pages

numbered from 1 to 30, inclusive, is a full, true and

complete copy of so much of the record, papers and

other proceedings in the above and foregoing en-

titled cause, as is required by praecipe of counsel

filed and shown herein, as the same remain of record

and on file in the office of the Clerk of the said Dis-
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trict Court at Seattle, and that the same constitute

the record on appeal herein from the Judgment of

said United States District Court for the Western

District of Washington, to the United States Circuit

Court of Appeals for the Ninth Circuit.

I further certify that the following is a true and

correct statement of all expenses, costs, fees and

charges incurred in my office by or on behalf of the

appellant for making record, certificate or return to

the United States Circuit Court of Appeals for the

Ninth Circuit, to-wit: [31]

Clerk's fees (Act of Feb. 11, 1925) for making

record, certificate or return, 63 folios at 15^...$ 9.45

Appeal fee (Sec. 5 of Act) 5.00

Certificate of Clerk to Transcript of Record 50

Total $14.95

I hereby certify that the above cost for preparing

and certifying record, amounting to $9.95, has been

paid to me by the attorneys for the appellant.

I further certify that the cost of preparing the

supplemental transcript on appeal as requested by

the supplemental praecipe of the appellee herein,

totaling 17 folios at 15c^, and amounting to $2.55, has

been paid to me by the attorney for the appellee.

I further certify that I attach hereto and trans-

mit herewith the original citation on aj^peal issued

in this cause.

IN WITNESS WHEREOF I have hereunto set

mv hand and affixed the official seal of said District



vs. A. TF. Kline 43

Court, at Seattle, in said District, this 8tli day of

November, 1934.

[Seal] EDGAR M. LAKIN,

Clerk, United States District Court, Western

District of Washington.

By Truman Egger,

Deputy. [32]

[Title of Court and Cause.]

CITATION ON APPEAL.

UNITED STATES OF AMERICA:

To: A. W. KLINE, Receiver of Kirksey Chev-

rolet Company, a corporation, appellee,

YOU ARE HEREBY NOTIFIED, That in a

certain case pending in the United States District

Court for the Western District of Washington,

Northern Division, entitled "A. W. Kline, Receiver

of Kirksey Chevrolet Company, a corporation.

Plaintiff, v. General Motors Acceptance Corpora-

tion, a corporation, Defendant," an appeal has been

allotted the Defendant therein to the Circuit Court

of Appeals for the Ninth Circuit. You are hereby

cited and admonished to be and appear in said

Court at San Francisco, California, thirty (30)

days after the date of this citation to show cause,

if any there be, why the order and decree appealed

from should not be corrected and speedy justice

done the parties in that behalf.

WITNESS the Honorable Jeremiah Neterer,

Judge of the United States District Court for the
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Western District of Washington, Northern Division,

this 6 day of August, 1934.

[Seal] JEREMIAH NETERER,
United States District Judge. [33]

Due service of the foregoing Citation is hereby

admitted by the above named Plaintiff by his attor-

ne}'s of record this 6 day of August, 1934.

SAM L. LEVINSON,
Attorneys for Plaintiff-Appellee.

[Endorsed] : Filed Aug. 6, 1934. [34]

[Endorsed]: No. 7675. United States Circuit

(^ourt of Appeals for the Ninth (^ircuit. General

Motors Acceptance Corporation, a corporation.

Appellant, vs. A. W. Kline, Receiver of Kirksey

Chevrolet Company, a corporation, Appellee. Tran-

script of Record. Upon Appeal from the District

Court of the United States for the Western District

of Washington, Northern Division.

Filed November 10, 1934.

PAUL P. O'BRIEN,
Clerk of the United States Circuit Court of

Appeals for the Ninth Circuit.
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STATEMENT OF THE CASE

This appeal presents to this Court two principal

questions : ( 1 ) the validity of the use of trust receipts

in flooring new automobiles, (2) the effect of retaking

possession of cars floored with a dealer on trust re-



ceipts, prior to the dealer's insolvency and receiver-

ship. The Trial Court has held the trust receipts

invalid and General Motors Acceptance Corporation

has appealed. While we are not aware of a trust

receipt decision decided by this Court, similar trust

receipts have been approved by the Circuit Court of

Appeals for the Second, Third, Sixth, Seventh, and

Eig^hth Circuits, and by the Washington State Su-

preme Court. In at least five instances, the identical

trust receipt involved in this action has been ap-

proved and held valid and not within the recording

statutes. Minority cases will be discussed in the

Reply Brief if need be.

In an effort to hold this brief within reasonable

limits, we shall describe but briefly the transaction

involved, review the history of the doctrine of trust

receipts, and the legal principles under which the

majority of the cases have upheld their validity, and

then refer to the leading General Motors Acceptance

Corporation cases in which this identical receipt was

involved.

The facts are not in dispute. They were substan-

tially agreed upon at the trial by stipulation between

counsel and no request for special findings was made

by either party. Our question is whether the facts

as found support the Trial Court's conclusion and

judgment.



The cars involved were manufactured by Chevrolet

Motor Company of California. They were shipped

by the manufacturer consigned to itself at Seattle.

Bills of lading and bills of sale to the cars, trust

receipts and promissory notes were all sent by the

manufacturer to a bank in Seattle. The dealer would

then sign the trust receipts and notes and receive

possession of the cars and place them upon his show

room floor. Bills of sale, trust receipts, and notes

would then be delivered by the bank to General Motors

Acceptance Corporation. The bills of sale were in the

usual form (Tr. 27) and were signed by the manu-

facturer, Chevrolet Motor Company, as grantor and

conveyed title to the cars to General Motors Accept-

ance Corporation, grantee. Upon receiving the bills

of sale, trust receipts and notes. General Motors Ac-

ceptance Corporation would pay Chevrolet Motor

Company for the cars involved.

The trust receipts were never filed of record and

were in the following form:

''Trust Receipt. Received of General Mo-
tors Acceptance Corporation the Motor Ve-
hicles described above.

"I (we) hereby acknowledge that said Motor
Vehicles are the property of said General
Motors Acceptance Corporation and agree
to take and hold the same, at my (our) sole risk

as to all loss or injury, for the purpose of stor-

ing said property; and I (we) hereby agree to



keep said Motor Vehicles brand new and not to

operate them for demonstrating or otherwise,

except as may be necessary to drive said Motor
Vehicles from freight depot or from above city

to my (our) place of business with all due care

at my (our) risk enroute against all loss and
damage to said Motor Vehicles, Persons or Prop-

erty, and except as I (we) may be allowed by
you in a special case to use the same for demon-
strating upon our compliance with the conditions

expressed in your instructions to us, and to re-

turn said Motor Vehicles to said General Motors
Acceptance Corporation or its order upon de-

mand; and pay and discharge aH taxes, encum-
brances and claims relative thereto. I (we)
hereby agree not to sell, loan, deliver, pledge,

mortgage, or otherwise dispose of said motor
vehicles to any other person until after payment
of amounts shown on Dealer's Record of Pur-
chase and Release of like identification number
herewith. I further agree that the deposit made
by me (us), in connection with this transac-

tion, may be applied for reimbursement for any
expense incurred by General Motors Acceptance
Corporation, in the event of breach of this Trust
or repossission of said Motor Vehicles.

"It is further agreed that no one has authority
to vary the terms of this Trust Receipt.

"Executed this day of

"Witness

KiRKSEY Chevrolet Company,
By T. H. Kirksey, Pres.''

While there are some minor differences in the form

of trust receipts in general use by different com-

panies, this form of transaction is almost universally



used by the automobile industry and hundreds of

millions of dollars are involved in just such trust

receipts. Many cases and law articles upon the

subject show the extent of this long established busi-

ness transactions, whereby banking credit is efficient-

ly mobilized for the purchase of new merchandise by

the local dealer. The earlier cases show that the trust

receipts were first used to finance the importation of

sliiks and then other merchandise from foreign coun-

tries, and were then later adopted to transactions

wholly domestic in their character.

The dealer in this case was Kirksey Chevrolet Com-

pany, a Washington corporation. At intervals dur-

ing the last three weeks of January, 1931, Kirksey

Chevrolet Company obtained possession of a number

of Chevrolet automobiles under trust receipts in the

manner just described. On January 29, 1931, Gen-

eral Motors Acceptance Corporation demanded and

received possession of these cars. Four days later,

Kirksey Chevrolet Company was adjudged insolvent

by the State Court and appellee, Kline, was appointed

its receiver. The receiver then made demand upon

General Motors Acceptance Corporation for the re-

turn or the value of the cars repossessed by GMAC
four days prior to the dealer's insolvency and the re-

ceiver's appointment. This demand was refused. This

suit followed some six months later and resulted in



judgment against General Motors Acceptance Cor-

poration for the value of the cars, plus interest from

the date possession was taken by General Motors

Acceptance Corporation.

In this statement of the case, it is important to

bear in mind these facts. (1) Title to the cars

passed directly from the manufacturer to the finance

company and not from the dealer to the finance com-

pany. The dealer never did receive title to the cars.

(2) The cars were repossessed by General Motors

Acceptance Corporation prior to the appointment of

the receiver. (3) There is no evidence or finding

that any person became a creditor of the dealer sub-

sequent to the time the cars were placed upon the

dealer's floor or that any creditor became such rely-

ing upon the possession of the cars by the dealer as

a basis of credit.

SPECIFICATION OF ERRORS

I.

The District Court erred in entering judgment

against this Defendant for the reason that the facts

found do not support the judgment.

II.

The District Court erred in entering its conclusion

of law for the reason that the facts found do not

support the conclusion.
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III.

The District Court erred in applying an erroneous

measure of damages in assessing the amount of the

recovery.

IV.

The District Court erred in entering judgment for

the reason that the Court improperly allowed recovery

of interest.

BRIEF OF ARGUMENT
A

VALIDITY OF TRUST RECEIPT

(1) Under Washington statutes only those instru-

ments may be recorded or filed of record which are

specifically authorized by statute to be recorded or

filed.

Howard v. Shaw, 10 Wash. 151;

Fisher v. Wood7'uff, 25 Wash. 67;

Dial V. Inland Logging Co., 52 Wash. 81;
100 Pac. 157.

(2) Filing or recording an unauthorized instru-

ment is a nullity.

Flynn v. Garford Motor Truck Co., 149 Wash.
264; 270 Pac. 806.

(3) Washington does not invalidate secret liens as

such and transactions wherein the right of possession

and the title are separated are approved.
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Ivy V. Commercial Credit Co., 173 Wash. 360;

23 Pac. (2nd) 19;

Inland Finance Co. v. Inland Motor Car Co.,

125 Wash. 301; 216 Pac. 14;

Filers Music House v. Fairbanks 80 Wash.
379; 141 Pac. 885;

Hansen Service v. Lunn, 155 Wash. 182; 283
Pac. 695;

In re Renfro-Waddenstein, 53 Fed. (2nd) 834,

OCA-9.

(4) When trustor acquires title from person other

than trustee, the receipts are valid although not filed

of record.

22 Columbia Law Review, 395 to 420; 456 to

462;

In re A. E. Fountain, Inc., CCA-2, 286 Fed.

816;

In re James, 30 Fed. (2nd) 551, 555, CCA-3;
49 ALR 282.

(5) Trust receipts are neither chattel mortgages

nor contracts of conditional sale.

22 Columbia Law Review, 395 to 420; 456 to

462;

In re A. E. Fountain, Inc., CCA-2, 286 Fed.

816;

In re James, 30 Fed. (2nd) 551, 555, CCA-3;

49 ALR 282;

In re Otto Johnson Mercantile Co., 52 Fed.

(2nd) 678;

Houck V. General Motors Acceptance Corp.,

44 Fed. (2nd) 410;
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GMAC V. Huvfer, 202 NW. 627;

GMAC V. Dunn Motors, 157 SE. 627;

In re Bell Motor Co., 45 Fed. (2nd) 19, OCA-
8; Certiorari denied 75 Law. Ed. 1445;

Ivy V. Commercial Credit Co., 173 Wash. 360;
23 Pac. (2nd) 19.

(6) This same form of GMAC trust receipt has

been approved by many courts.

In re James, 30 Fed. (2nd) 551, 555; CCA-3;

In re Otto Johnson Mercantile Co., 52 Fed.
(2nd) 678;

Houck V. GMAC, 44 Fed. (2nd) 410;

GMAC V. Hupfer, 202 NW. 627;

GMAC V. Dunn Motors, 157 SE. 627.

B

EFFECT OF RETAKING POSSESSION PRIOR

TO RECEIVERSHIP

(1) Assuming that the receipts constitute either

chattel mortgages or contracts of conditional sale, the

taking of possession prior to the receivership cured

any possible defect in the transaction.

Watson V. 1st NaVl Bank, 82 Wash. 65; 143
Pac. 451;

Asbury v. Miller, 132 Wash. 235; 232 Pac.

260;

Kato V. Union OH Co., 92 Wash. 473; 159 Pac.

692;

Jennings v. Schwartz, 86 Wash. 202

;
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Secor V. Close, 83 Wash. 77; 145 Pac. 56;

Howck V. GMACy 44 Fed. (2nd) 410;

Bailey v. Baker Ice Machine Co., 61 Law Ed.

275;

White V. General Motors Acceptance Corp., 2
Fed. Sup. 406;

In re Bell Motor Co., 45 Fed. (2nd) 19,

CCA-8;

Finunce Co. v. Oppenheimer, 72 Law Ed. 443.

(2) Mortgagee of defectively executed or recorded

chattel mortgage cures all defects by taking possession

before the rights of general creditors attach.

Watson V. 1st NaVl Bank, 82 Wash. 65; 143

Pac. 451;

Ashnry v. Miller, 132 Wash. 235; 232 Pac.

260;

Kato V. Union Oil Co., 92 Wash. 473; 159
Pac. 692.

(3) The same rule applies to contracts of condi-

tional sale defectively executed or recorded.

Jennings v. Schwartz, 86 Wash. 202;

Secor V. Close, 83 Wash. 77; 145 Pac. 56.

(4) Remington's Revised Statutes, Section 5831-2

re-enacts the federal bankruptcy definition of a pref-

erence. (11 useA 96.)

''A corporation shall be deemed to have given
a preference if, being insolvent, it has, within
four months before the filing of an application

for the appointment of a trustee, receiver, or
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other liquidating officer of such corporation, pro-

cured or suffered a judgment to be entered

against itself in favor of any person, or made
a transfer of any of its property, and the effect

of the enforcement of such judgment or transfer

will be to enable any one of the creditors of said

insolvent corporation to obtain a greater per-

centage of his debt than any other of such cred-

itors of the same class." Rem. Rev. St., Sec-

iton 5831-2.

"A person shall be deemed to have given a

preference if, being insolvent, he has, within four

months before the filing of the petition, or after

the filing of the petition and before the adjudica-

tion, procured or suffered a judgment to be en-

tered against himself in favor of any person, or

made a transfer of any of his property, and the

effect of the enforcement of such judgment or

transfer will be to enable any one of his creditors

to obtain a greater percentage of his debt than
any other of such creditors of the same class."

11 useA 96.

(5) Retaking of car by holder of receipt prior to

receivership does not constitute a transfer of prop-

erty and is not a preference.

Houck V. General Motors Acceptance Corp., 44
Fed. (2nd) 410;

Bailey v. Baker Ice Machine Co., 61 Law Ed.

275;

White V. General Motors Acceptance Corp., 2
Fed. Sup. 406;

In re Bell Motor Co., 45 Fed. (2nd) 19,

CCA-8;

Finance Co. v. Oppenheimer, 72 Law Ed. 443.
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(6) Trust receipts being valid between the par-

ties, and there being no finding in this case that any

person became a creditor of the dealer subsequently

to the time the cars were placed upon the dealer's

floor, or that any creditor became such relying upon

the possession of the cars by the dealer as a basis

of credit, the repossession prior to receivership cures

all possible defects.

In re Bell Motor Co., 45 Fed. (2nd) 19,

OCA-8;

Bailey v. Baker Ice Machine Co., 61 Law Ed.
275.

C

MEASURE OF DAMAGES

(1) Assuming the trust receipts are invalid and

assuming this action is not to recover a preference,

but a suit for conversion, the court has applied the

wrong measure of damages.

(2) In a conversion suit only the equity of the

defendant is the subject of the conversion and the

true measure of damages is the difference between

the value of the chattel and the unpaid indebtedness

against it.

Richardson v. Great Western Motors, 109
Wash. 3'24; 187 Pac. 333;

Jarred v. Burroughs, 143 Wash. 183; 255 Pac.

99;

McLeod-Nash Motors v. ComTnercial Credit
Trust, 246 NW. 17.
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D

ALLOWANCE OF INTEREST

(1) Damages being unliquidated and ascertainable

only by opinion evidence as to value, interest will be

allowed on the recovery only from the date of judg-

ment.

B & B Building Material Co. v. Winston Bros.
Co., 158 Wash. 130; 290 Pac. 839.

MOTION TO STRIKE FROM TRANSCRIPT

NOW COMES Appellant and moves this Court for

an order striking Exhibit "B" from the Transcript

of Record.

Exhibit ''B" was introduced in evidence at the

trial of the action and is included in the Transcript

of Record (Tr. 14) pursuant to praecipe for sup-

plemental transcript (Tr. 41) filed by Appellee. Ap-

pellee made no request for special findings and may
not in this manner bring to the attention of this

Court a fragment of the evidence introduced at the

trial of the action. The facts have been found by

the Trial Court and this appeal is to be determined

upon the basis of those facts only. Appellant could

not bring up portions of the evidence and Appellee

may not do so. The question presented must be de-

termined from the facts as found by the Trial

Court.
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though the retailer had all the indicia of ownership.

Comsignment and bailment are frequent illustrations

and a recent Washington case permits a finance com-

pany to recover automoibiles from the receiver of an

insolvent dealer who was holding the cars on trust

receipts—a case analogous to the instant one. See

Ivy V. Commercial Credit Co., 173 Wash. 360, 23 Pac.

(2nd) 19, where the Court states that:

''Trust receipts are in no way defined in the

statute,"

and sustains the ownership of the cars by the finance

company even though the receipts had not been filed

of record.

A similar iilustration is afforded by Inland Finance

Co. V. Inland Motor Car Co., 125 Wash. 301; 216

Pac. 14. In this case the manufacturer placed the

automobile with the dealer under arrangements held

by the Court to constitute a consignment, by the

terms of which according to the dealer he was to

"positively pay for coupe within 30 days." The

dealer subsequently gave a finance company a mort-

gage upon the car. The ca^se involves the respective

rights of the manufacturer and the finance company.

The manufacturer was allowed to recover and the

case therefore illustrates the Washington rule that

there may be a separation of the ownership and the
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right to possession, in other words, a secret lien with

the sanction and approval of the Court.

For other instances where secret reservations of

title have been sustained, see the following:

Filers Music House v. Fairbanks, 80 Wash.
379; 141 Pac. 885;

Hansen Service v. Lunn, 155 Wash. 182; 283

Pac. 695;

In re Renfro-Wadenstein, 53 Fed. (2d) 834
(CCA-9).

This policy of the Court has been so uniform and

has existed in Washington over such a period of time

without legislative interference that it has become the

well settled policy of the State and unless the Legis-

lature has made express provision requiring recorda-

tion of a particular type of contract, such document

is as valid against third parties as it is between the

parties making it. Therefore unless trust receipts

are conditional sales or chattel mortgages, the re-

ceiver may not complain of repossession by General

Motors Acceptance Corporation of these automobiles.

In considering the various authorities discussing

the validity of trust receipts, it is essential that the

facts of the particular case be closely scrutinized and

that the following distinction be observed. When-

ever the dealer receives the title from the manufac-

turer and then attempts to transfer the property to
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the finance company and obtain possession of the cars

back again by virtue of a trust receipt, the receipt

is invalid, being obviously a bill of sale as security

and is uniformly held to be a chattel mortgage and

void as to creditors. On the contrary, whenever title

to the property passes from the original owner to the

bank or finance company and the finance company

simply allows the dealer possession for a limited,

specified purpose, then in that event the trust receipt

is valid and need not be recorded or filed.

The leading treatise upon this subject is an article

by C. T. Fredericks of New York City, published

22 Columbia Law Review, 395 to 420 and 546 to 562.

His conclusions are as follows:

'The only situation in which a trust receipt

may properly be used is one in which the title

to the property by way of security is conveyed
to the creditor by an owner who is not the person

responsible for the satisfaction of the obligation

which the property secures, but where such

obligor has a contractual or beneficial interest

in the property subject to the satisfaction of such
obligation. The creditor may then deliver the

property to the obligor who has hitherto had
neither title to nor possession thereof against
appropriate trust receipt. The rights of the

creditor in the property will be protected to the

extent of the special trust receipt doctrine. In
practice the trust receipt situation exists only
in connection with advances for the purchase of

goods, by way of payment of drafts against a
bill of lading.
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"The trust receipt should never be used in

connection with the delivery of property pledged
cr mortgaged by the person signing the trust

receipt."

This exact distinction is illustrated by the decision

of Judge Hand in re A. E. Fountain, Inc., (COA-8),

286 Fed. 816, a decision which clearly specifies the

limits of the doctrine and relates the historical back-

ground thereof. The decision illustrates an improper

use of the trust receipt, that is, the dealer had ob-

tained the title to the goods directly from the manu-

facturer, then conveyed to the bank and retained

possession under a trust receipt. In disposing of the

case and holding that under the particular facts in

that case, the title was obtained by the bank from

the party to whom possession was delivered and not

from a third party, the Court said:

"The only cases where the holders of trust

receipts have been allowed by this Court to pre-

vail against the ultimate purchaser or his trus-

tee in bankruptcy, have been those where the

title of the holder of the trust receipt was de-

rived from someone other than the debtor."

One of the leading cases on the subject happens

to be a General Motors Acceptance Corporation trust

receipt case

—

in re James, 30 Fed. (2d) 551, 555

(CCA-3). The District Court had held that the

transaction was nothing more nor less than a con-

ditional sale and, not having been filed, was void
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as to creditors. Upon appeal to the Circuit Court,

the facts are carefully set forth, wherein it appears

that title in fact was received by General Motors

Acceptance Corporation from the original seller and

that title never vested in the automobile dealer. The

decision is in point and well reasoned, distinguishes

trust receipts from pledges, chattel mortgages, and

conditional sales, anad we quote from it extensively:

"In trade practice and by the support of the

judicial authority, a trust receipt might equally

be used in connection with a domestic transac-

tion as it is used in an importation of merchan-
dise. * * * The holder of a trust receipt, if

he derives his security title from a person other

than the one responsible for the satisfaction of

the obligation which the property secures, is not

obliged to file his security as is required in the

case of a chattel mortgage. In such case only
can he deliver the property to the obligor to act

as his fiduciary. In re A. E. Fountain, Inc.,

swpra.

"There are various forms of chattel security,

as a pledge, conditional sale, or mortgage. But
the trust receipt does not, on its face or by its

name, purport to conform to any of these types.

It is not a pledge, for a pledge depends upon
possession of the parties secured, and when
possession is lost, so is the security. While the
title in the case of a pledge is in the pledgor,
or in another than the pledgee, such is not true
in a trust receipt, where the title is intended to
remain in the party secured while the possession
is intrusted to one who has a certain interest as
yet indefinite in the property.
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"The practice of a conditional sale bears some

resemblance to a trust receipt. Possession can

not be retaken until there is a default; whereas

in a trust receipt, it can be retaken at any time.

The holder of the trust receipt is not mterested

in the sale of the property or its commercial or

market value. If he retakes the goods, and sells

them for an amount in excess of the sum, this

excess belongs to the buyer or importer; whereas,

in a conditional sale, the buyer is interested only

in such amount as he has paid on account of his

contract. In any event, the holder of the trust

receipt does not sell the goods to the importer or

dom.estic trader, and whether or not the bank,

finance company, or individual has an intention

of selling goods to him, it lends him credit and

advances the money for the buyer's account.

"In the case of a mortgage, whether of chat-

tels or realty, the security is dependent upon the

title, as distinguished from a pledge, which rests

upon possession. Title is given to the person,

while possession may be given to the mortgagor,

or the debtor or his representative. The title

thus conveyed to the mortgagee is as security for

the performance of his obligation, and, in the

case of a trust receipt, title has never been in

the importer or domestic buyer, and he conse-

quently cannot convey such title back to the

holder of the trust receipt. If the mortgagor

conveys this title to the mortgagee as security

for the performance of an obligation of a third

person, the equity of redemption belongs to him,

and not to the third person, and the property

reverts to him upon performance of the obliga-

tion by the third person. In a trust receipt,

under no circumstances does title revert to the

manufacturer or seller.

"It has been recognized that there are sound

business reasons why it is unnecessary to record
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trust receipts, and also that they should have
superior protection as compared with an unre-

corded chattel mortgage, when they are given

to a lender of money by some one other than the

debtor, and where either the delivery or posses-

sion against trust receipts is made to the debtor."

It will be noted that the rights of creditors were

involved, and as we in this state adopted practically

the bankruptcy act in reference to preferences by

insolvent corporations, this case would seemingly be

conclusive as to the validity of the trust receipts in

this state. Especially so when the filing acts of New

York are much more in detail and much broader in

their descriptions than the filing acts of this state.

An exhaustive note appears at 49 ALR 282. The

annotator concludes

:

"Under the ordinary form of trust receipt,

it is well settled that the title to the property is

in the holder of the receipt, and not in the re-

ceiptor; and the rights incident to such title and
ownership will be enforced as against the one
giving the receipt, his receiver, trustee in bank-
ruptcy, and creditors generally."

In addition to the General Motors Acceptance Cor-

poration case just referred to, we call special atten-

tion to the succeeding four cases, all involving the

same General Motors Acceptance Corporation receipts

involved in this action.

In re Otto-Johnson Mercantile Co., 52 Fed. (2)

678, the District Court of New Mexico had before
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it in a bankruptcy proceeding these same trust re-

ceipts. They were held to be absolutely valid, not

a conditional sale contract, not a chattel mortgage,

and not required to be filed under any recording

statute. In the decision, Judge Phillips quotes from

both the Fountain case and the article by Mr. Fred-

ericks and then concludes as follows:

**It will be observed in the instant case that
the title to the property passed directly from the
Buick Motor Company to the Acceptance Cor-
poration, and that posisession of the property
passed to the Mercantile Company after it had
executed the trust receipt in question.

''Since the title to the motor vehicles never
vested in the Mercantile Company but passed
directly to the Acceptance Corporation where it

has remained at all times, it is difficult for
me to conceive how the Mercantile Company
could have given the Acceptance Corporation a
chattel mortgage upon the motor vehicles in ques-
tion.

"Neither was there, in my opinion, a relation-
ship of conditional sale vendor and vendee. The
seller in the instant case was the Buick Motor
Company. The title was not conditionally re-

tained in the seller as security for the purchase
price, but was passed to the Acceptance Corpora-
tion, which in turn extended credit to the Mer-
cantile Company and advanced the money to
pay for the motor vehicles and took the title

thereto directly from the seller to secure such
advance. It delivered possession to the Mercan-
tile Company upon the express conditions set
forth in the trust receipt. The Mercantile Com-
pany could not use the automobiles, it could not



24

sell, loan, deliver, pledge, mortgage or otherwisei

dispose of them, and it agreed to return them
to the Acceptance Corporation upon demand.

"I think the true relation between the Accept-

ance Corporation and the Mercantile Company
was that of bailor and bailee with an option in

the bailee, the Mercantile Company, to purchase

the automobiles upon payment oif the price fixed

in the schedule, as a special method of securing

the advances made by the former to the latter.

(Citing cases.)"

The same General Motors Acceptance Corporation

trust receipt was involved in Houck v. General Motors

Acceptance Corporation, 44 Fed. (2d) 410. In that

case, as in this, General Motoirs Acceptance Corpora-

tion retook possession of the cars on the eve of in-

solvency and the trustee sued to recover as for a

preference. The case is directly in point. The re-

ceipts were held valid, even though accompanied by

promissory notes. The same distinctions made in the

foregoing cases were emphasized and it was held that

the receipts were not chattel mortgages and need not

be filed.

In General Motors Acceptance Corporation v. Hup^

fer, 202 NW. 627, the Nebraska Court held that the

General Motors Acceptance Corporation receipt was

valid without recording, concluding as follows:

*This leaves for our determination the ques-

tion, what is the legal effect of the trust receipt?

Under it. Trotter had but one use he could make
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of these automobiles and that was to display

them; and he had but one trust and that was
to care for and protect them. He might become
the owner by complying with the terms of the

receipt but until such compliance was had, he
was a bailee and no more. Thus this trust re-

ceipt was not an absolute sale, mortgage, con-

ditional sale, or lease, and it was not necessary
that it be recorded. (Citing cases.)"

In General Motors Acceptance Corporation v. Dwrm

Motors, 157 SE. 627, this same form of trust receipt

was involved and again the Court held it to be

valid.

We deem it unnecessary to continue citations. The

very great majority of cases hold that a trust receipt

is not a chattel mortgage, pledge, or conditional sale,

but is sui generis, most cloisely resembling a bailment.

A particularly illuminating decision is in re Bell

Motor Co., 45 Fed. (2d) 19 (OCA-8). Certiorari

denied 75 LE. 1445.

The Washington chattel mortgage statute (RVS,

Sec. 3780) does not attempt to define what consti-

tutes a chattel moragage but leaves the definition to

the general principles of the common law. The fore-

going authorities show conclusively that a trust re-

ceipt is not a chattel mortgage and therefore it does

not come within the Washington recording statute.

It is not now necessary however to rely on the de-
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cisions of other courts, for Washington, while this

case has been pending, has now decided the question

in favor of the validity of the receipts. See Ivy v.

Commercial Credit Co., 173 Wash. 360, 23 Pac. (2d)

19. In this case the cars were floored on the form

of trust i^eceipt used by Commercial Credit Company.

The receipt is set forth in the opinion and is sub-

stantially the same as the General Motors Acceptance

Corporation form. Commercial Credit Company re-

possessed the cars under the terms of the receipt on

January 10, 1932, and six days later Mr. Ivy was

appointed receiver for the dealer. The action was

then brought against the finance company to recover

the value of the cars as was done in the instant case.

The Court states the position of the appellant-receiver

in the following manner:

''Bearing in mind that this is a suit on behalf

of the creditors of an insolvent corporation, the
assignments of error present the one contention
that the forms of the instruments constituted

a subterfuge; that, altogether, the deals were
credit transactions; and that the real purpose
of the so-called bills of sale and trust receipts

was to give the Commercial Credit Company
security for loans actually made by it to an
insolvent corporation."

It was then held that the trust receipts did not fall

within either the chattel mortgage or the conditional

sales statutes and did not have to be filed of record.

Judgment in favor of the finance company was then
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affirmed. The Trial Court's opinion is contained in

the briefs and it is interesting to note from the fol-

lowing excerpt that the General Motors Acceptance

Corporation case, in re James, supra, was the prin^

cipal authority relied upon.

''The rights of creditors only are involved in

this action. The Court has carefully read the

case, in re James, Inc., 30 Fed. (2d) 555, and it

is our opinion that the principles laid down
therein are applicable to this case."

The decision is not only a positive holding to the

effect that trust receipts are outside of the operation

of the chattel mortgage and conditional sales statutes,

but also is a perfect illustration of the policy of this

state to which we have already referred, namely,

secret liens if not within the provisions of a record"-

ing statute are valid even though not filed of record.

As said by Judge Phillips, 52 Fed. (2d) 680:

"It may be that a trust receipt should be filed

or recorded as a chattel mortgage, but that ques-

tion is one of policy for the Legislature and not

for the Court to determine."

We deem it unnecessary to extend this brief by

citations of additional authorities. Cases from almost

every jurisdiction may be found in two exhaustive

notes at 49 ALR 282 and 87 ALR 302, in which

latter note the editors state:

"The validity of trust receipts transactions is

generally assumed."



28

B. EFFECT OF RETAKING POSSESSION

PRIOR TO RECEIVERSHIP

As we have already pointed out, the cars were re-

poissessed by General Motors Acceptanice Corporation

on January 29, 1931, but the receiver was not ap-

pointed until February 2, 1931. Now, if we assume

for the purpose of this argument that Appellee is

correct and that the trust receipts are really either

chattel mortgages or conditional !sales, it will still

avail Appellee nothing for the taking of possession

cured any possible defect in the transaction.

Where a mortgagee of a defectively executed or

recorded chattel mortgage takes possion before the

rights of general creditors attach, the defects are

cured and the mortgage is good. It was so held in:

Watson V. NaVl. Bank, 82 Wash. 65 ; 143 Pac.

451;

Ashury v. Miller, 132 Wash. 235; 232 Pac. 360.

Kato V. Union Oil Co., 92 Wash. 473; 159 Pac.

692.

The same rule applies to conditional sales defec-

tively executed or recorded.

See:

Jennings v. Schwartz, 86 Wash. 202;

Secor V. Close, 83 Wash. 77; 145 Pac. 56.

In this connection, it is important to bear in mind

that if this suit is to be regarded as a suit to recover
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a preference rather than for conversion, then having

been brought subsequently to the effective date of

Chapter 47, Page 160, Session Laws of 1931 (R. V.

S. Sec. 5831-2), in which the Washington Legislature

adopted the Federal bankruptcy rules and definition

of preferences by insolvent corporations, it is gov-

erned by that act and the federal bankruptcy cases

are controlling.

In Houck V. General Motors Acceptance Corpora-

tion, 44 Fed. (2d) 410, the Federal Court had before

it a situation quite similar to thiis. Automobiles were

in the possession of the bankrupt under trust receipts.

Shortly before the filing of a voluntary petition. Gen-

eral Motors Acceptance Corporation repossessed

seven cars. The trustee in bankruptcy then brought

an action to recover the value of the automobileis,

claiming that the withdrawal of the automobiles

from the bankrupt's poissession constituted a void^

able preference and that the trust receipts were in-

valid as against the trustee in bankruptcy. The Court

held that irrespective of the interpretation and effect

of the truist receipts, it was quite plain that the re-

possesision of the automobiles did not constitute a

preference.

The case cites and follows a decision of the Supreme

Court of the United States, Bailey v. Baker Ice Ma-

chine Co,, 61 LE 275, where the Court held that the
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Trustee in bankruptcy takes the status of a creditor

holding a lien by legal or equitable process at the time

when the petition in bankruptcy was filed and not

anterior thereto. In this case, the Supreme Court

was considering a conditional sales contract and held

that the rights of the trustee were no higher than

those of the bankrupt and that the resumption of

possession on the part of the vendor was justified as

between it and the bankrupt and that as possession

had been taken prior to the appointment, the posses-

sion was good.

A very recent case on this point is White v. Gen-

eral Motors Acceptance Corporation^ 2 Fed. Sup. 406.

This case arose from Kentucky where the recording

statutes expressly include trust receipts. The trust

receipt was therefore treated by the Court as a con-

ditional sale contract. General Motors Acceptance

Corporation had repossessed the cars prior to the

adjudication in bankruptcy, and this action was

brought by the Trustee to recover a voidable prefer-

ence. The Court dealt with the question in this

manner

:

"At the time the defendant demanded and re-

ceived possession of the motor vehicle in question,

the bankrupt was a going concern. No creditor

had acquired any right as against them by virtue

of any legal proceedings. This suggests the ques-

tion whether, if the seller in a conditional sale
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contract which has not been recorded d^mandte

and receives possession oif the property sold, after

breach on the part of the buyer, before creditors

has acquired any rights against the property by

virtue of legal proceedings, they have any rights

as against the seller, and, if so, what those rights

are.
*

'It would seem to be certain that the property

is not recoverable as a voidable preference under

Section 60 of the Bankruptcy Act (11 USCA,

Sec. 96). This is so because there was no trans-

fer* from the bankrupt to the dfefendant.^ By

that provision what is denounced as a voidable

preference is 'a transfer of any of his prop-

perty.' * * *

"Here there was no transfer. The title to

the motor vehicles was already in the defendant.

What it did was to reacquire potssession of them

under the right conferred upon it by the con-

tract. The surrender of possession in recog-

nition of such right cannot be regarded as a

transfer."

The reasoning of the Court is particularly apt in

the present case because Washington (RRS Sec. 5831-

2) has re-enacted verbatim the Federal Act (11 US

CA 96) defining a preference. Therefore, assuming

for the sake of argument only that the trust re-

ceipts are invalid (except as between the parties),

no transfer of any property has been made by Kirksey

Chevrolet Company because

"the title to the motor vehicle was already in

the defendant. What it did was to reacquire

possession of them under the right conferred

upon it by the contract. The surrender of pos-
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isession in recognition of such right can not be

regarded as a transfer."

There was no evidence or finding in this case that

any person became a creditor of Kirksey Chevrolet

Company subsequent to the time the cars were placed

upon the dealer's floor or that any creditor became

such relying upon the possession of the cars by the

dealer as a basis of credit. This fact was empha-

sized in a similar case from the Eighth Circuit, in re

Bell Motor Co., 45 Fed. (2d) 19. Certiorari denied

75 LE 1445, from which we take the following ex-

cerpt:

"But there is another fatal weakness in appel-

lant's contention. Even if these trust receipts

should be construed to be in the nature of con-

ditional sale contracts, and hence, under the Mis-
souri law, subject to the recording statute above
quoted, still the instruments were valid as be^

tween the parties and as to all the world except
creditors of the bankrupt who extended credit

during the time they were withheld from record.

Bailey v. Baker Ice Machine Co., 239 U.S. 268,
36 S. Ct. 50, 53 L. E. 275. In the instant case
there was no claim in the lower court that these

instruments were void because credit had been
extended to the bankrupt by others while they
were being withheld from record, nor was there
any proof that there were any such subsequent
creditors."

See also:

Finance Co. v. Oppenhimer, 72 L. Ed. 443.



C. MEASURE OF DAMAGE

Still assuming that the trust receipts are invalid,

if Appellee in order to avoid the force of the preced-

ing assignments should contend that this is not an

action to recover a preference, but a suit for con-

version, then the Trial Court has applied the wrong

measure of damages.

In conversion brought by a vendee against his

vendor in a conditional sale contract, the true measure

of damages is the value of the chattel less the unr

paid portion of the purchase price.

"The rule is that where the conditional vendee
sues the conditional vendor for conversion, he can
recover only the value of the chattel less the un-
paid portion of the price." Richardson v. Great
Western Motors, 109 Wash. 324, 187 Pac. 333.

The rule of the foregoing case was approved in

Jarred v. Burroughs, 143 Wash. 183, 255 Pac. 99.

The same rule was applied in a trust receipt case,

McLeod Nash Motors v. Commercial Credit Trust,

246 N.W. 17. In this case the finance company re-

ceived the title from the dealer and not from the

manufacturer. The Court accoirddngly held that the

trust receipt constituted a chattel mortgage and per-

mitted recovery only for the value of the cars less

the unpaid purchase price.

The Trial Oourt found that the reasonable value of

the automobiles on the date of seizure was $8339.55
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(Tr. 26), and that the amount of the note was the I

sum of $8181 (Tr. 27). Judgment therefore should

have been for the difference of these two sums, or

$158.55.

D. ALLOWANCE OF INTEREST

The judgment in this case was entered July 31,

1934. The Trial Court allowed interest on the value

of the cars from the date of the repossession, namely,

January 29, 1931. This constituted error. Interest

should be allowed only from the date of judgment.

This matter was settled in the State of Washington

by the case of B. & B. Building Material Co. v. Win-

ston Bros Co., 158 Wash. 130, 290 Pac. 839, in which

the Court points out that if the value of the article

can not be ascertained by computation, but must be

ascertained by opinion evidence as to value, the dam-

ages are unliquidated and interest wall be allowed on

the recovery only from date of judgment. The opin-

ion states:

"If on the other hand, there is a dispute as to

the value and the value can not be ascertained

by mere computation or by reference to some
reasonably certain standard, but must be ascer-

tained by opinion evidence as to value, the dam-
ages are unliquidated and the interest will be
allowed on the recovery only from the date of the

judgment."

In this case the value of a truck which was destroyed

by backing over a bank was involved.
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CONCLUSION

In conclusion we submit that the General Motors

Acceptance Corporation form of trust receipt as used

in this transaction has 'been repeatedly and properly

sustained and is valid as against creditors. It is

neither a chattel mortgage nor a conditional sale

contract and is outside of the operation of the re-

cording statutes. However, even if regarded as a

chattel mortgage or a conditional sale contract, the

repossession prior to the vesting of the rights of the

receiver and general creditors cured all possible de-

fects, and the repossession does not constitute a pref-

erence. In any event, the interest item should be

stricken from the judgment.

Respectfully submitted,

EGGERMAN & ROSLING,

Attorneys for Appellant.
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STATEMENT OF THE CASE

This case involves the validity of a so-called trust

receipt transaction as affected by the recording acts

of the State of Washington. The facts as stated by
the appellant are substantially correct except that the



following is omitted: In addition to the note, bill

of sale and trust receipt referred to by apj)ellant in

its brief, the papers included the so-called "Instruc-

tions to Dealer," and "Instructions to the Bank,"

(Tr. p. 14 and 20). These Instructions to Dealer

and Instructions to the Bank appear in the record

as defendant's Exhibit B, (Tr. p. 14) and were in-

troduced by the appellant at the time of the trial.

These are also referred to in appellant's answer as

"Exhibit A" attached to its answer (Tr. p. 9), as the

documents involved in this trust receipt transaction.

They are all fastened together and bear the same

identification number.

The amended complaint upon which this action

was tried alleged the i^laintiff to be the duly ap-

pointed receiver of the Kirksey Chevrolet Company,

a Washington corporation; that said corporation was

the owner of the automobiles mentioned, and that

said corporation was insolvent on the 29th day of

January, 1931. It further alleged that the defend-

ant, a creditor of the corporation, acting under a

purported chattel mortgage, forcibly and unlawfully

seized and took possession of the property and re-

fused to return them to the plaintiff upon demand;

that such seizure constituted an unlawful preference

over the other creditors of the insolvent corporation

(Tr. p. 5.)



Appellant's answer (Tr. p. 8), simply denies

the ownership of the automobiles in the Kirksey

Chevrolet Company; specifically admitted the retak-

ing by the appellant ; and denies that it was indebted

to the appellee in any sum whatsoever. There is no

denial as to the value of these automobiles.

As a first affirmative defense (Tr. p. 9), defend-

ant sets up the substance of the so-called trust re-

ceipt transaction, incorporating the documents in-

volved by reference as "Exhibit A," attached to its

answer.

Appellant further alleges that this transaction is

a method of financing the wholesale purchase of auto-

mobiles by retail automobile dealers, with trust re-

ceipt and time draft attached (Tr. p. 10).

Appellant's second affirmative defense specifically

alleges the value of these automobiles to be the same

as set forth in appellee's complant (Tr. p. 12); that

the Kirksey Chevrolet Company was indebted to the

appellant in the amounts as set forth; that if the

court should adjudge the action of the appellant in

taking possession of these automobiles to constitute

a conversion, that they were liable to the plaintiff

only into the difference in value between that of the

automobiles and the amount of the indebtedness of

the Kirksey Chevrolet Company to the corporation.



In appellant's third affirmative defense (Tr. p.

13), it alleges that the transaction, even though the

court should find it constituted a chattel mortgage,

was, nevertheless, valid as between the parties and

that the appellant peaceably and with the consent of

the Kirksey Chevrolet Company recovered posses-

sion of said automobiles.

To these affirmative defenses the appellee filed his

reply substantially denjdng the same, except that the

appellee admitted that certain documents were ex-

ecuted as referred to in the affirmative defense of

the appellant, but denies that title passed as the

result of the execution of these documents.

After the trial and the submission of the case upon

briefs, the court filed its decision (Tr. p. 25) con-

taining its Findings of Fact and Conclusions of Law.

In view of the fact that no request for special find-

ings was made by the appellant, and no exceptions

made to the Findings of Fact, they, of course, can-

not be challenged in this court and are not challenged

by the appellant.

These Findings (Tr. p. 25) set forth that on the

day of the taking of these automobiles, to-wit: on the

29th day of January, 1931, appellant was a creditor

of the Kirksey Chevrolet Company which was then

insolvent; that the extent of the defendant's claim



was some $12,500.00; that these particular cars were

on the floor, exposed for sale and displayed in its

salesroom to the public from four to six weeks, some

from seven to ten days, prior to the seizure of these

automobiles by the appellant; that the value of the

automobiles on the date of seizure was $8,339.55.

The facts set forth that the Kirksey Chevrolet Com-

pany executed these so-called trust receipt and notes

at the time that the automobiles were delivered to it.

The Findings further set forth (Tr. p. 30) that

these automobiles were placed upon the sales floor

for the purpose of sale and sold in due course and

payments thereon made from time to time, with the

result that the amount stated in these Findings was

still due to the appellant. On default in payment of

this indebtedness the appellant sought to obtain pos-

session of these automobiles from Kirksey and made

demand therefor, but possession was refused by Kirk-

sey. The court makes the specific ruling that not-

withstanding such refusal on the part of the Kirksey

Chevrolet Company the defendant did take posses-

sion of said cars. This possession was taken over the

protest of the Kirksey Chevrolet Company, and, as

the court concludes, without right and lawful au-

thority. The court concludes from the foregoing that

under the Washington statutes these trust receipts

cannot have the operation of retaining title within



the provisions of the laws of this state, the defendant

not having complied with the recording act nor the

provision requiring special oath to chatteKwfth rela-

tion to indebtedness at the time of delivery.

This appeal involves the validity of the aforemen-

tioned transaction with relation to the recording acts

of the State of Washington. We shall present the

appellee's substantive argument and then analyze

and discuss the argimient of the appellant.

ARGUMENT

The courts of the State of Washington have adopted

the rule in response to a definite legislative poUcy

that no secret liens of chattels in possession of another

shall be sustained against creditors of the possessor.

That this is self evident appears from the following

recording statutes: The one relative to chattel mort-

gages is Remington's Revised Statutes, 3780, and

reads as follows:

3780. AFFIDAVIT OF GOOD FAITH —
ACKNOWLEDGMENT — RECORDING. "A
mortgage of personal property is void as against

all creditors of the mortgagor, hotli existing and
subsequent, ivhether or not they have or claim a
lies upon such property (Italics ours), and against

all subsequent purchasers, pledgees, and mort-
gagees and encumbrancers for value and in good
faith, unless it is accompanied by the affidavit

of the mortgagor that it is made in good faith.



and without any design to hinder, delay, or de-

fraud creditors, and unless it is acknowledged
and filed within ten days from the time of the

execution thereof in the office of the county audi-

tor of the county in which the mortgaged prop-
erty is situated as provided by law. (L. '15, p.

277; Sec. 1, Cf. L. '79, p. 105; Sec. 2, Cd. '81;

Sec. 1987, 1 H. C; Sec. 1648.)"

As indicative of the state legislative policy with

reference to chattel mortgages, we call the court's

attention to the following. Originally, the Chattel

Mortgage Act provided as follows: R. & B. Code

3660—

"A mortgage of personal property is void as

against creditors of the mortgagor and subse-

quent purchasers and encumbrancers of the prop-
erty for value and in good faith unless it is ac-

companied by the affidavit of the mortgagor that

it is made in good faith and without design to

hinder, delay or defraud creditors."

Under this statute the state court held that the word

"creditors" as used in the statute referred to credi-

tors having some specific lien upon the property.

Mutual Investment Co. v. Walton Machine Co.,

91 Wash. 298, 157 Pac. 682.

That case held that after the taking over of the

property by the receiver of an insolvent corporation,

the property was impressed with a trust and that

thereafter the mortgagor could not foreclose the

mortgage even though it may have been valid be-



tween the parties. The effect of such a foreclosure

on the part of the mortgagee having a void mortgage

would be to obtain a preference over the other

creditors.

In 1915 the statute was changed (Laws of 1915,

page 277). The following significant additions were

made to the statute, which now reads in its present

form as follows: (Italics indicate addition.)

**A mortgage of personal property is void

against all creditors of the mortgagor, hoth ex-

isting mid subsequent, whether or not they have
or claim a lien upon such property, and against

all subsequent purchasers, pledgees and mort-
gagees and encumbrancers for value and in good
faith, unless it is accompanied by the affidavit

of the mortgagor that it is made in good faith,

and without any design to hinder, delay, or de-

fraud creditors * * *"

It is seen by this amendment that the original in-

terpretation of the Supreme Court that the invalidity

of the mortgage will apply only to creditors having

a lien was expressly removed and at the present time

the mortgage is invalid as against all creditors of the

mortgagor irrespective of the claim or existence of

any lien. As further indicating the intent of the

legislature, to make this all conclusive, the additional

word ''all" before ''creditors" is added eliminating

any question concerning the class of persons for whose

protection this act was passed.



One of the recent cases applying this statute is

that of Sullivan v. Leivis, 170 Wash. 413, 16 Pac.

(2d) 834, which holds that a bill of sale, absolute on

its face, but intended as a security, is a chattel mort-

gage, and void as to creditors of the mortgagor, as

expressly provided by Rem. Comp. Statutes 3780,

where it is not accompanied by an affidavit of good

faith. The court states that it is well settled that a

bill of sale, absolute upon its face, will be held to be

a chattel mortgage where the parties intended it as

security.

The last case on the question of the effect of the

invalidity is Seattle Assn. of Credit Men v. Univers-

ity Chevrolet Co., 81 Wash. Decisions 340, filed April

7, 1935, which sets forth the rule on page 344 as fol-

lows:

*'In the case of the chattel mortgage which is

void, title as to existing and subsequent creditors

is in the mortgagor free from the lien of the

mortgage. '

'

Under Remington's Revised Statutes 5827, a bill

of sale of personal property is invalid against exist-

ing creditors unless recorded. This section reads as

follows :

5287. BILL OF SALE VOID, WHEN. "No
bill of sale for the transfer of personal property
shall be valid, as against existing creditors or in-

nocent purchasers, where the property is left in
the possession of the vendor, unless the said bill
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of sale be recorded in the auditor's office of the

county in which the property is situated, within
ten days after such sale shall be made. (L. '54, p.

404; Sec. 4, L. '93, p. 413; Sec. 4, Cd. '81; Sec.

2327, 1 H. C; Sec. 1454.)"

The question then to be determined in this instance,

what is the true nature of this transaction? This is

to be determined not only by the trust receipt stand-

ing alone, but by all the docimients executed at the

same time. They constitute one and the same trans-

action. This is peculiarly evident by the fact that all

the documents bear the same identification number.

It is not the form of the instrument which con-

trols, but the true intent of the parties. Such a fun-

damental proposition needs no citation of authority.

As heretofore referred to, the instruments in addition

to the trust receipt, include a negotiable promissory

note for the amount due, payable on a date certain,

the Instructions To The Dealer which state among

other provisions:

*
"Payment to G. M. A. C. of the full amount

shown on 'Dealers Record of Purchase and Re-
lease' constitute release from trust." (Tr. 21.)

and the Instructions To the Bank which provide in

part (Tr. p. 15),

"If dealer wishes to release one or more cars
at the time he takes up Sight Draft, attach to the

remainder of this sheet his check for amount due
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on each car released less 1% together with a

release order properly executed.

"If the above named dealer takes up bill of

lading for 100%. cash, please stamp the remainder
of this sheet 'cancelled' and forward it to under-
signed.

'

'
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THE TRUE NATURE OF THE TRANSAC-

TION IS A CHATTEL MORTGAGE.

Primarily, defendant alleges in its answer that this

transaction is a

''Method of financing the wholesale purchase
of automobiles by retail automobile dealers

through trust receipts with time drafts attached."

(Tr. p. 10.)

and reiterates the same proposition in its brief (App.

Br. 5) :

"Many cases and law articles upon the subject

show the extent of this long established business

transaction, whereby banking credit is efficiently

mobilized for the purchase of new merchandise
by the local dealer."

It must be admitted that appellant had nothing to

do with the selection of the cars. They were not in

the business of selling automobiles, but were in the

business of making available credits for the purchase

of automobiles by automobile dealers. The method

adopted, to-wit: the execution of these trust receipts,

is merely to secure the payment of the moneys ad-

vanced to finance the transaction. The normal situ-

ation involving the delivery of the automobiles to the

dealer upon execution of the so-called trust agreement,

and the promissory note, results in the return of the

money advanced by the General Motors Acceptance

i
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Corporation with their stipulated interest. They

have no other or further interest in these automobiles

except insofar as they are used to secure them for the

monies that they have advanced to the dealer so he

could purchase these automobiles for resale.

The principal objection raised by the defendant,

and urged in its brief, is that the dealer in this in-

stance never had title to the cars, and, therefore, never

could give a chattel mortgage. Let us examine the

trust receipt and documents attached and the various

provisions in the same, to discover whether or not

the dealer actually had a title to these cars. First:

upon the execution of the trust receipt the dealer

takes possession of the car. Second: the car has a

definite fixed price of which the dealer pays approx-

imately 20% and he executes his negotiable promis-

sory note for the balance. Third : these cars are held

at the dealer's sole risk as to all loss and injury. (Tr.

p. 18.) Fourth: the dealer must discharge all taxes

and encumbrances and claims relative thereto. (Tr.

p. 19.) Fifth: after payment of the amount shown

on the Dealer's Record of Purchase and Release, the

same as the note, the car is freed of any claim or lien

by defendant. (Tr. p. 21.)

It is true that there is a general statement in this

trust receipt which acknowledges that the motor ve-

hicles are the property of the General Motors Ac"
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ceptance Corporation. Also that they shall be re-

turned to the General Motors Acceptance Corpo-

ration upon demand. But taking into considera-

tion the manner in which this transaction arose,

and the relationship of the parties, such as finance

company and dealer, can it be urged that there

is any other intent than a sale to the dealer and that

all the dealer is responsible for is the payment of

these items'? The Instructions to the Bank state that

these cars can be released from the trust receipt by

the pajonent of the amount dvie. Again in the In-

structions to the Dealer, it states that

''Payment to G. M. A. C. of the full amount
shown on Dealer's Record of Purchase and Re-
lease constitutes release from trust."

The trust receipt itself provides that the dealer

agrees not to sell or dispose of the cars until '^after

pajrment of amounts shown on Dealer's Record of

Purchase and Release of like identification number

herewith/^ (Tr. p. 19) ; which by necessary inference

gives him the right to do so upon making this pay-

ment.

The foregoing analysis brings out the fact that

there is an obligation by the Kirksey Chevrolet Com-

pany to pay for the cars in question and the convey'

ance of title did not depend upon the will of the ap-

pellant. This makes the transaction a sale as dis-

i
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tinquished from a bailment as brought out in the case

of In re Renfro-Wadenstein, 53 Fed. (2d) 834 (C. C.

A. 9), hereafter discussed on page 38.

To accept the statement in the trust receipt that

these cars were accepted by the dealer for the pur-

pose of storing said property, is but closing our

eyes to the truth. The one and only purpose of the

transaction, and one which defendant alleges in its

answer, is not for the storage of these cars by the

dealer, but to sell these cars to dealer so that he in

turn could sell them to the public.

There is no provision in this so'called trust receipt

for the return of the negotiable promissory note,

executed by the dealer for the balance on the pur-

chase price at the same time; in the event of the re-

possession of these automobiles. It is undisputed

that at the time of the institution of this action by

appellee these notes were still in possession of ap-

pellant, and they were never tendered back to the

corporation or the appellee.

We have here a direct obligation, evidenced by a

promissory note, and in connection therewith an in-

strument which attempts to enforce a lien for the

amount due on this note against certain chattels in

possession of the person executing the note, all of

the essentials of a chattel mortgage, to-wit: obliga"
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tion of the maker of the loan being secured by a lien

on chattels in possession of the maker.

Unless, like the ostrich, we bury our heads in legal

fiction, the substance of the transaction is clear. The

retailer is buying a product for sale to the public;

the banker advances the money and is loaning

against title. Essentially money is being loaned to

enable the retailer to have his showroom filled with

merchandise for display and sale.

The usual argument in favor of trust receipts

seems to be that to call this transaction a chattel

mortgage is to call it something different than the

parties intended it to be. It is said that the law to

declare the transaction herein involved to be a chat-

tel mortgage is for the law to create a contract not

intended by either parties thereto, contrary to the

express terms thereof.

The majority of the more recent decisions hold

the view that a trust receipt is a chattel mortgage

and in answer to the foregoing argument hold that

it is the substance and not the form of the trans-

action that controls. Many cases are reported hold-

ing the very receipt in question in effect a chattel

mortgage.

One of the more recent cases involving the par-

ticular document in question is that of G. M. A. C.
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VS. Berry et al., 167 Atl. 553 from the Supreme Court

of New Hampshire. The court held the transaction

to constitute a chattel mortgage and in the course

of its opinion discussed the principal arguments pre-

sented by appellant. We quote from the court's

opinion (p. 556)

:

"Since, however, 'the principal purpose of

the users of trust receipts in distinguishing

their device from the chattel mortgage is to get

away from the recording requirements' (19 Cal.

Law Rev. 273), courts are more and more in-

clined to look beyond the form to the real nature

of the specific transaction {In re Bettman-John-
son Co, (C. C. A.) 250 F. 657, 664; 15 Cornell

Law Quarterly, 567, 568). (Page 554) * * *

(1) "Where, as here, the dealer is under no
obligation to account for the proceeds of the

property when sold, but executes a promissory
note for the purchase price, the transaction does

not constitute a consignment. Eaton v. Welton,
32 N. H. 352, 357.

(2) "Neither does it amount to a conditional

sale in the strict sense of the term. 'The finance

company,' says Professor Hanna, 'is simply not
a seller. The holder of the trust receipt has
only a limited security interest in the goods.
The holder of a trust receipt is assumed to be
able to reclaim the goods at any time, while the
conditional seller must await a default.' 19 Cal.

Law Rev. 268. See also, Simmons v. Corpora-
tion, 271 Mass. 285, 290; 171 N. E. 643. The close

distinctions drawn by many courts between a
conditional sale and a chattel mortgage are un-
important so far as the present controversy is
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concerned, since record is essential in either

case. P. L. c. 216, Sec. 2, 27. See Coynmonwealth
Finance Corp v. Scliutt, 97 N. J. Law, 225, 228;
116 A. 722.

(3) "We are of the opinion, however, that

the situation presents all the essential elements

of a chattel mortgage. To be sure, in the case

of the ordinary mortgage the security title is

transferred from debtor to creditor. But the

transaction is no less a mortgage if the security

is transferred to the creditor by a third person.

1 Jones, Mortgages (8th Ed.) Sec. 405, and
cases cited; 19 Cal. Law Rev. 268; 22 Columbia
Law Rev. 402.

(4) ''The rule is elementary that the inten"

tion of the parties is to be gathered from the

various instruments, construed together (Hill

V. Huntress, 43 N. H. 480, 483) in the light of

the surrounding circumstances {Weston v. Ball,

80 N. H. 275, 276, 277; 116 A. 99, and cases

cited)." (Page 555) * * * A
(5) "The terms of our statute are general.

Personal property is subject to mortgage, and
unless possession of the mortgaged property is

retained by the mortgagee the instrument must
contain the requisite affidavit and be recorded.

P. L. c. 216, Sec. 2. It 'is conceded by the au-

thorities that the only real ground of the so-

called trust receii3t doctrine is commercial neces-

sity.' In re Lee, 6 A. B. R. (N. S.) 437, 446.

If exceptions are to be made on that ground,
it is for the Legislature to make them."

The case of G. M. A, C. v. Bettes, 57 S. W.

(2nd) 263, (Texas), decided in January, 1933, a

rehearing denied the following month, also involves
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the same trust receipt in question in this case. The

method by which the automobiles were obtained was

exactly the same, and as a matter of fact, the trans-

action occurred subsequent to the case at bar. This

was an action by a landlord, creditor of the insol-

vent dealer, to establish a lien upon these automobiles

which were seized and claimed by the defendant Gr.

M. A. C. It was contended that this trust receipt

transaction constituted a chattel mortgage and should

have been recorded under the Texas statute in order

to be valid against creditors. The court sustained

this contention against the same arguments advanced

by appellant. We quote from the court's opinion

(P. 264)

:

"We have concluded that appellees are cor-

rect. While the trust receipt acknowledged that
the appellant was the owner of the cars and
bound McKean to hold them for purposes of
storage under further instructions of the appel-
lant, and not to sell or encumber the same until
after payment by McKean to appellant, of
amount shown on Dealer's Record of Purchase
and Release, etc., it also bound him, 'to pay and
discharge all taxes, encumbrances and claims
relative thereto.' McKean was a dealer in au-
tomobiles, selling both new and second hand cars
to the public. The cars were in his possession
clearly for the purpose of sale to the public and
were offered for that purpose. Appellant had
nothing of record to indicate otherwise than that
McKean was the owner of the same, with full
power to sell the same to the public. Under such
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circumstances, had he sold one of said cars to

a purchaser in good faith for value without no-

tice of appellant's claim, such purchaser would
have undoubtedly obtained a good title thereto.

Industrial Acceptance Corporation v. Corey,

supra. Under such circumstances, and the pro'

visions of the trust receipt, which clearly con-

templated the sale of the cars by McKean to the

public, and the execution and delivery by Mc-
Kean to appellant of his negotiable promissory
note, binding him without qualification to pay
to appellant the full purchase price of the cars

delivered to him for purpose of sale, we think

the trust receipt must be construed as a mere
reservation of title to secure the payment of the

note, and clearly within the purview of Article

5489 and 5490 of the Statute. Not being re-

corded it was void as to creditors of McKean
without notice thereof. (Citing cases.)

** Considered in its general aspects, in the light

of the circumstances and of the written instru-

ments executed, we think it is obvious tha;t ap-

pellant was merely financing the dealer in his

purchase of new cars, that such cars were to be

sold by him to the public and the appellant to

be repaid by the dealer, out of the proceeds of

such sales, the funds advanced by it to him, in

carrying on his business. The dealer was con-

sequently clothed with the indicia of ownership,
if not with actual title to the cars, and the pur-

poses and import of the note and trust receipt

executed by him were merely to evidence and
secure the appellant in the sums advanced by
it to him to enable him to carry on his business

of selling automobiles."

The reference to the quoted portions of the trust

receipt in question, are the same as that called to
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the court's attention heretofore in this brief. The

appellant in this case clothed the dealer with the

indicia of title and placed upon him certain burdens

only compatible with title and ownership of the auto-

mobiles, and in addition obtained from the dealer

an unqualified obligation to pay for the same. That

this is a chattel mortgage must follow.

Another case involving this same trust receipt is

that of G. M. A. C. vs. Sharp Motor Sales Co., 25 S.

W. (2nd) 405 (Ky.). The rather unusual situation

in that case is that the attorneys for the G-eneral

Motors Acceptance Corporation, plaintiff, in con"

struing exactly this trust receipt proceeded in the

court below upon the theory that this receipt gave

them a chattel mortgage. In presenting the case,

however, they contended that the trust receipt involved

a different status from a chattel mortgage. The

court held that:

"The action was based upon and governed by
the Kentucky rule to the effect that whatever
may be the name or form of the transaction,

when it is designed to hold personal property
as a mere security for a debt, it is regarded as
as chattel mortgage." (Page 406) :

and held it ineffective by reason of failure to com-

ply with recording acts.

We call the court's particular attention to the case

of Motorhanker's Corporation v. C. I. T. Corpora-
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Hon, 241 N. W. 911, from the Supreme Court of

Michigan, decided in 1932. The transaction arose

under the same circumstances as the case at bar, the

cars being delivered directly from the manufacturer

(distributor in that case) to the investment com-

pany, who in turn delivered them to the dealer who

executed trust receipts very similar to the ones in

question, and containing substantially the same pro-

visions. The court held that this trust receipt trans-

action constituted a chattel mortgage because the

draft drawn upon the dealer and accepted by him

constituted a direct obligation to pay the full amount

due. With reference to the argmnent which was

made by the defendant in the case at bar that the

title is not derived from the dealer but from the

manufacturer, the court on page 912 quotes as

follows

:

"We consider the acts of the distributor

dealer and defendant (Finance Co.), in con-

struing the trust receipt, and we decline to split

the transaction and hold that it was less than
security in the nature of a chattel mortgage be-

cause the dealer accepted the time draft and
executed the trust receipt to defendant, and such
papers, along with the bill of sale of the auto-

mobiles, were turned over to the defendant."

One of the best considered cases on this question

is that of Smith v. Commercial Credit Corporation,

165 Atl. 637, N. J. Chancery Court, affirmed and ap-
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proved by tlie N. J. Court of Errors and Appeals in

170 Atl. 607. This case analyzes many of the author-

ities cited by appellant in its brief. It also answers

the arguments made by appellant, to-wit: that this

trust receipt was valid as between the parties and

the receiver had no greater right than the corpora-

tion; that the recording act does not require this

"type of chattel mortgage" to be recorded. It holds

that the trust receipt is a chattel mortgage within

the purview of the recording acts. The court sus-

tained recovery by the receiver of the insolvent cor-

poration. We take the liberty of quoting from this

case rather extensively. (P. 640.)

"In Seacoast Finance Corporation v. Cornell,

104 N. J. Law, 24, 26; 138 A. 695, 696, Mr. Jus-
tice Parker, speaking for the Court of Errors
and Appeals, said: 'It is familiar law that a
chattel mortgage, invalid as against creditors

for want of the statutory affidavit and proper
record, is valid as between the parties to it'—

a

statement which, as applied to receivers of in-

solvent corporations, is often misunderstood. It

is perfectly true that such a receiver, acting only
in the right of the corporation, could not avoid
such a mortgage; but, where he is acting for
and in the right of creditors protected by the
Chattel Mortgage Act, he stands in their shoes
and not those of the corporation; hence, when-
ever the creditors could themselves challenge
the mortgage, a receiver can do so for them.
But his rights are limited by those of the cred-
itors, as is seen from the decisions involving
conditional sales agreements. ^ * *
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"There is no doubt in my mind but that the

use of the trust receipts in this case was for

the sole purpose of evading the law requiring

the recording of chattel mortgages. Mr. Carl

T. Frederick, of the New York Bar. writing for

the Cohuubia Law Eeview of May and June,

1922. says that the trust receipt is an anomaly in

the law, a by-product; that it does not rest in

statute, but is the result of the recording acts.

'If there were no recording acts relating to chat"

tel mortgages tliere never would have been any
occasion or reason for the development of trust

receipts.' In other words, if there were no law.

there would be no necessity for evasion. * * *

However, it is interesting to note that in his

final analysis Mi-. Frederick says that the trust

receipt is no more and no less than a chattel

mortgage, but that it is of a peculiar *type'

which requires no recording to make it valid.

In his third conclusion he says: *In the proj>er

trust receipt situation, the creditor, generally

a bank or banker, has legal title to the property
for the purpose of security. This creditor is a
mortgagee and the arrangement is a chattel

mortgage, but of a peculiar type, distinguishable

from the usual chattel moitgage by reason of

the fact that the obligor has not prior to the
arrangement had either title to or possession of
the property mortgaged.' "

The Smith case was cited with approval in Habeg-

ger v. SkaUa, 34 Pac. (2d) 113 (Kan.), from the Su-

preme Court of Kansas, decided in July, 1934. It is

noted in this case that the trust receipt set out in the

opinion is also a G.M.A.C. Trust Receipt, the same as

that involved in this case. The court refei*s to the

various treatises on the subject, and under a record-
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Liig statute similar to that of the State of Washing-

ton, comes to the conckision that the transaction is

a chattel mortgage. On page 115 the court is quoted

as follows:

"The courts, especially in the later cases, are

inclined to look thru the form of the instrument

to the real purpose of the parties, and in that

connection to consider all the facts and circum-

stances, including other instruments executed

as part of the same transaction. Considering

these in this case, it is clear that the trust re-

ceipt and accompanying papers were designed

to and did evidence a debt from Skalla to the

Acceptance Corporation, with the automobiles

as security and is tantamount to a chattel mort-

gage. It was valid of course, between the par-

ties, but unless recorded is not notice to credi-

tors of Skalla, and is void as to them."

The case of Keystone Finance Corporation v.

Kreuger, 17 Fed. (2nd) 905 (C. C. A. 3), involved

an intervening title and the transaction did not arise

under exactly the same circumstances as that in the

case at bar ; nevertheless, a trust receipt was involved

and upon the bankruptcy of the automobile dealer the

finance company endeavored to reclaim these automo-

biles, claiming title by virtue of the trust receipt.

The court in denying this remedy quoted on page 905

as follows:

"The claimant was not a dealer in automobiles.

It was not the intention of either party, bankrupt

or claimant, that the transaction between them



26

should constitute a sale of the ears. Both parties

intended that the bill of sale should serve only

as a security for the loan so long as it remained
unpaid. Whether or not a written instrument is

a conditional sale agreement or a chattel mortgage
depends upon the facts in the particular case in

question. The test does not depend ujDon the

name which the instrument bears, nor upon its

express provision, but upon the nature of the

transaction and the intention of the parties. The
legal effect of the instrument must be determ-

ined from the whole transaction. In re Bettman-
Johnson Co. (Other cases cited.)

"A written instrmnent may in temis convey
title to a chattel; but if, by oral agreement, it is

security for the payment of money, and the chat-

tel may be redeemed on the payment thereof, the

instrument is a chattel mortgage." (Citing cases.)

In the case of In Re: Bettman-Johnson Co., 250 Fed.

657, (CCA. 6), the property was purchased under

a so-called trust receipt and in that case the court

again held that it was subject to the state law. The

court inquired into the real nature of the transaction

and held it to be a conditional sale subject to the Ohio

law and therefore void as against a receiver. The

court on page 662 of its opinion discusses the fact

that the entire transaction was for the purpose of ad-

vancement of money by the security of title and not

primarily for the purpose of holding the title.

In Re: Cliappleman v. Industrial Finance Corp.,

284 Fed. 8 (C C A. 4) squarely holds that trust

I
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receipts must be recorded under the South Carolina

law as they are in the nature of a chattel mortgage,

and therefor void unless so recorded. In this case

they permitted the trustee in bankruptcy to recover

the automobiles.

The case of Commerce Guardian Trust Co. v. Dev-

lin, 6 Fed. (2nd) 516, 519 (CCA. 6) holds that a

banker's lien by way of a bill of sale or a so"called

trust receipt, or otherwise, not being recorded or filed

as required under the Ohio statutes, was void, both

under the statutes of Ohio and under the Bankruptcy

Act.

We call the court's attention to the case of the C.

L T. Co. V. Wilson, 58 Fed. (2nd) 910, (CCA. 6),

decided in May, 1932. The court in that case held

the trust receipts invalid. The trust receipts involved

in that case were executed under the identical circum-

stances as set forth in the case at bar. The Kentucky

Code held that a deed or mortgage conveying legal

or equitable title to personal or real estate invalid

against the creditors, unless acknowledged or recorded.

The C I. T. trust receipt was held a chattel mortgage

and, therefore, invalid against the Trustee in Bank-

ruptcy of the dealer corporation. The court had

occasion to refer to the Kentucky rule which epito-

mizes the same rule in the State of Washington; that

is, that whatever may be the name or form of the
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transaction, when it is designed, to hold personal prop-

erty as a mere security for a debt, it is a chattel mort-

gage.

The case of In Re: Draughn dc Steel Motor Com'

party, 49 Fed. (2nd) 636 (D. C. Ky.) held that a trust

receipt in the case involved was a chattel mortgage

within the purview of the recording act of that state.

In the case of In Re: PerlJiefter, 111 Fed., 299 (D. C.

N. Y.) the court held that trust receipts although so de-

nominated are, nevertheless, in a domestic transaction,

one in the nature of a mortgage and, therefore, valid

and not a preference under the bankruptcy act.

We call the court's special attention to the vigorous

opinion of District Judge Rose in the case of In Be:

Cullen, 282 Fed. 902 (D. C. Md.) p. 902:

"The question in this case is how far a service-

able nag may be ridden, or, less metaphorically,

may the so-called 'trust receipt', highly useful

in certain kinds of commercial transactions, and
which the courts have in consequence struggled to

sustain, in spite of its apparent conflict with re-

cording laws, be upheld when the principal, if

not the sole reason for resorting to it is to escape
from these very statutes. * * *

**The trust receipt, under the circumstances ex-

isting in most of the cases in which its validity has
been upheld, is a highly useful and efficient in'

strument of commerce. Some of the courts are

persuaded that the Legislatures, when they en-

acted recording statutes, were not seeking to limit
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its practical usefulness; but none of them have
ever had the right or the wish to go counter to the

settled public policy which those statutes evidence.

They sometimes have made it clear that they did
not intend to do so. In re: E. RehouUn Fils dc

Co., (D. C.) 165 Fed. 245."

In addition to the cases referred to, the following

eases hold the trust receipt transaction to be chattel

mortgage

:

Garvis v. Commercial Credit Co., 147 S. E. 601
(S. C);

CarroUton Acceptance Corp. v. Wharton, 22 S.

W. (2d) 985 (Tex.);

Boice V. Finance c& Guarantee Co., 102 S. E.
591 (Va.);

In re: Richheimer, 221 Fed. 16 (CCA. 7) ;

Hartford Accident Co. v. Callahan, 171 N. E.
820 (Mass.);

G. M. A. C. V. Boddeker, 274 S. W. 1016 (Tex.)

;

In re: Fenne, 10 A. B. R. (N. S.) 206 (Ohio)

;

In re Lee, 6 A. B. R. (N. S.) 437 (Wis.)

;

Karkuff v. Mutual Securities Co., 148 Atl. 159
(N. J.)

;

First Nat 'I Bank v. Eastern Motor Co., 162
Atl. 660 (N. J.)

;

Commercial Finance Corp. v. Capital Discount
Corp., (1931) Ont. Rep. 22, 1 D. L. R. 1007;

In Re: Smith v. Hogan, 2 D.L.R. 663 (N. B.)
(1931).

The exact situation is presented in the State of

Washington in the case of Lyon v. Nourse, 104 Wash.
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309 ; 176 Pae. 359. In that case the car was purchased]

by the dealer although the bill of lading was delivered]

to the finance company, who paid the draft and then]

redelivered the bill of lading to the dealer upon the

dealer's signing a conditional sale agreement to the]

finance company. While it is true this conditional

sale agreement was not denominated a trust receipt,

nevertheless, its purpose was the same, namely to fi-

nance the purchase of the automobile by the dealer

from the distributor. The court in this case held it to

be a chattel mortgage.

Again in Kelly v. Price, 148 Wash. 542; 269 Pac.

842, the Hoquiam Finance Company was to get the

title to a car consigned to the dealer from the dis-

tributor, the dealer to act as agent for the Hoquiam

Finance Company in obtaining the bill of sale from

the distributor to the dealer. The dealer failed to

deliver the bill of sale from the distributor to the

Hoquiam Finance Company but a day or so later

gave a bill of sale from himself to the Finance Com-

pany and the Hoquiam Finance Company gave him

a conditional bill of sale to secure payment of the

money advanced by the Hoquiam Finance Company

for the payment of the automobile. The court held

this to be a chattel mortgage. While it is true, in the

case cited, the title was derived from the dealer to

the Finance Company, nevertheless, under the agree-
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ment between the dealer and the Finance Company, it

was the intention of the parties that title pass direct

from the distributor to the Finance Company. The

fact that the same result was obtained through the

dealer should not, in our opinion, affect this transac-

tion, as it was the intent of the parties that the bill

of sale should pass direct to the Finance Company

from the distributor, the original vendor.

The contention of the defendant that the dealer

never had title to the automobiles because it was the

expressed intent of the parties that the title should

be reserved for the payment of the amount due, is

similar to the contention of the vendor in all of the

cases decided in this state holding certain conditional

sale agreements to be chattel mortgages. In these

cases the title, of course, is reserved and the same

agreement is made, namely, that the title does not

pass, but the courts have interpreted these to be chat'

tel mortgages, which necessarily carry with them a

transfer of title despite the recitals in the instrument.

Lyons v. Nourse (supra)
;

West American Finance Co. v. Finstad, 146
Wash. 315; 262 Pac. 636;

Lalm d' Simmons v. Matzen Woolen Mills, 147
Wash. 560; 271 Pac. 830;

Raymond Bros. Imp. Pulv. Co. v. Thomas, 159
Wash. 550; 294 Pac. 219.
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The case of Ivy v. Commercial Credit Company, 173

Wash. 360; 23 Pac. (2d) 19, cited by appellant in its

brief, involves an entirely different state of facts and

a different trust receipt. The vital distinction between

that case and the one at bar, is that the findings of

fact expressly negative the execution or existence of

an obligation of the insolvent corporation to pay for

these cars. The court's findings in the case at bar

particularly set out this obligation and they are also

set forth in appellant's second affirmative defense.

The court in that case states (page 365) that there

was no statement of facts in the case, no testimony

to show the circumstances surrounding the execution

and delivery of the instrmnents involved. It had only

the Findings of Fact which made no reference to the

surrounding circumstances. But in the case at bar

we have direct findings of the circumstances, and of

the conduct and intention of the parties surrounding

the execution of the instruments. The court, in the

Ivy case, assumes (page 366), which it rightfully

could under the record, that the entire transaction

was originated by the efforts of the Commercial

Credit Company. This is directly contrary to the

findings in this case, which hold that the transaction

was originated by the Kirksey Chevrolet Company.

Particular reference is made on page 366 of the Ivy

case to the fact that in the trust receipt in question
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no promise is made to pay anything whatever for the

automobiles unless and until they tvere sold by the

Yakima Automobile Company.

The reference in the trust receipt to a draft had

no application to that case because the only drafts

involved in the case were those accompanying the ship-

ment and tvere on the Commercial Credit Company,

which promptly paid tliem. (P. 364.) In other

words, it is assumed throughout the Ivy case, and it

ajDpears directly in the opinion that there was no ob-

ligation on the part of the Yakima Auto Company to

pay for the cars, other than as they are sold. In the

case at bar we have specific findings that negotiable

promissory notes in the full amount of the balance due

on the cars were executed by the dealer at the time of

the execution of the trust receipt and constituted part

of the same transaction. And those notes were still

in possession of the appellant at the time of the insti-

tution of this action. Here is the important and vital

distinction between the two cases.

In addition, examination of the terais of the trust

receipt in the Ivy case and the one involved here,

shows important distinctions. It is noted that in the

trust receipt in the Ivy case the credit company itself

would insure said cars against the hazards of fire and
theft while held by the dealer, evidencing truly in that

case the title in the credit company. It is noted that
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it is also provided in that trust receipt that the dealer

may sell the cars but he must keep the proceeds sepa-

rate and apart and constantly keep them in the nature

of trust funds and not mingle them with his own

funds. But when we examine the trust receipts in-

volved in this case, we find significant distinctions. In

the first place, the buyer keeps the car at his sole risk

of loss or injury to the car. The G. M. A. C. trust

receipt is terminated by the payment of the amount

due to the finance company, whereas the trust receipt

in the Ivy case calls for specific proceeds of these cars,

not any funds of the dealer. There is also provided

in the Gr.M.A.C. trust receipt a provision that the

pajonent of these cars in any form or in any manner

constitutes a release from the trust. Taking into con"

sideration Instructions To The Dealer, which is at-

tached to the trust receipt, referred to in it, and is part

of the transaction, he has an absolute right to release

the cars from trust by the payment of these sums. In

addition he is under an absolute obligation to do so

by the execution of the promissory notes. The dealer

does not have this right or obligation in the Ivy case.

We contend that case is no authority in support of

appellant's position.

In view of the fact that the opinion of the trial

court in the Ivy case was not before the supreme

court, the excerpt cited by appellant on page 27 of its
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brief, cannot receive the construction placed upon it

by appellant.

The policies of the courts of the State of Wash-

ino'ton are controlled by legislative enactment. The

statutes requiring mortgages to be acknowledged and

recorded leaves no room for interpretation. Failure

of these trust receipts to meet these statutory require-

ments render them void against the receiver represent-

ing the creditors. This conclusion is supported by

reason and authority.

ANSWER TO APPELLANT'S ARGUMENT A.

Appellant opens its argument on the validity of

these trust receipts with the general statement that

in view of the fact that the recording statutes of the

State of Washington do not define "trust receipt",

that, therefore, these instruments and the transaction

under question here do not come within the purview

of these acts and are not subject to recording, citing

in support of this proposition such cases as Flynn v.

Garford Motor Truck Co., 149 Wash. 264; 270 Pac.

806, Howard v. Shaw, 10 Wash. 151; 38 Pac. 746,

Fischer v. Woodruff, 25 Wash. 67 ; 64 Pac. 923, and

Dial V. Inland Logging Co., 52 Wash. 81 ; 100 Pac. 157,

on page 14 and 15 of its brief.
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Primarily these cases involve persons who have

filed or recorded instruments, clearly not required

under any recording act, in an endeavor to set up the

recording as constructive notice against third persons.

The general proposition cited by the court, that only

those documents which the statutes require to be re-

corded are effective for the purpose of constructive

notice is only applicable to that situation. It has no

relevancy to the situation involved in the case at bar

where it is conceded there was no recording and the

statute with reference to chattel mortgages makes the

validity of the instrument dependent upon the act of

recordation and the required affidavit.

The cases cited by appellant to support this propo-

sition clearly involve documents which are not within

the purview of the recording act and principally in'

volve assignments. No question is involved in these

cases as to the validity of these assignments and in

general hold that they are ineffective as notice against

the persons seeking to attack them.

The vice of the entire argument is the assumption

by the appellant of the very point at issue, to-wit:

that this trust receipt transaction is not a chattel

mortgage and not such an instrument which comes

within the purview of these recording acts. Appellant

conveniently ignores the true intent of the parties and

the duties and obligations placed upon them. It
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simply attaches its entire argument to the title placed

upon the document, to-wit: "trust receipt", and be-

cause the word "trust receipt" is nowhere referred

to in our recording statute, concludes that the same

does not come within its operation. This ignores the

well established rule cited time and again by our

courts, that irrespective of what the document may be

denominated, it is the true intent and purpose of the

document which determines its effect and its true

nature.

A good example of such cases is that of West

American Finance Co. v. Finstad, appearing in 146

Wash. 315; 262 Pac. 636. In that case the document

was denominated as a conditional sale contract and so

filed, but the court had no difficulty in arriving at

the true intent of the parties in holding that the docu-

ment constituted a chattel mortgage and was therefore

invalid for want of proper affidavit and recording.

The same is true of those innumerable cases which

have been held to be conditional sale contracts despite

a title which frequently denominates them as leases

or rental agreements.

We have some difficulty in reconciling the general

statement of the appellant that our courts are in

favor of secret liens in view of the express provisions

of our recording statutes relating to conditional sales,

bills of sale, and chattel mortgages on personal prop-
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erty. It is true that there are cases in the State of

Washington which support a consignment. These

cases are cited by the appellant in its brief on pages

16 and 17. We call the court's specific attention to

the fact that in none of these cases was there an uncon-

ditional obligation upon the part of the consignee

to pay for these goods, and in every instance it was

held that the consignee was nothing more or less than

the agent of the consignor. As pointed out in the case

of In Re Renfro-Wadenstein, 53 Fed. (2d) 834 (C. C.

A.-9), cited by the appellant on page 17 of its brief,

decided by this court upon an appeal from the Dis-

trict Court of Washington, there was no obligation

on the part of the Renfro-Wadenstein Company to

pay for the furniture in question, therefore the instru-

ment created a bailment or ' consignment. In other

words, there was no direct agreement to pay, and the

conveyance of title depended only upon the will of

the consignor. An examination of the cases cited in

the Renfro-Wadenstein case in support of the court's

opinion, also clearly shows that the basis of this

opinion is that there never was any direct obligation

on the part of the dealer to pay for the merchandise,

and the only obligation was qualified or contingent,

dependent upon some act in the future, at the election

of the vendor.
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As pointed out in the ease of Sturm v. Boker, 150

U. S. 312, which is referred to in the Renfro-Waden-

stein case, the distinction between a bailment and

a sale depends upon the nature of the obligation of the

one in possession of the goods. When the identical arti-

cle is to be returned in the same or some altered form,

the contract is one of bailment, and the title to the

property does not pass. On the other hand, when there

is no obligation to return the specific article, and the

receiver is at liberty to return another thing of value,

then he becomes a debtor to make the return, and the

title to the property is changed. In this case, there

can be no question but that the receiver of the prop-

erty was under no obligation to return the particular

property itself, but had the right to return another

thing of value, to-wit: payment, and, in fact, had

obligated himself to do so by the execution of the

promissory note in question.

The cases cited by counsel in support of his general

proposition that the trust receipts are valid, such as

the case of In Re A. E. Fountain, Inc., 286 Fed. 816

(C.C.A.-8), appellant's brief, page 19, and the article

by Fredericks in the Columbia Law Review, appel-

lant's brief, page 18, we feel have generally been dis-

cussed and distinguished in the appellee's substantive

argument, particularly by the opinion of the court in

the case of Smith v. Commercial Credit Corp., 165
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Atl. 637 (N. J.), and the case of G.M.A.C. v. Berry,

167Atl. 553 (N. H.).

The distinction between transactions in foreign and

domestic commerce is sometimes brought out. Even

in those cases involving domestic transactions, few of

these cases go so far as to contravene recording stat"

utes as rigorous as those of the State of Washington.

There has been a decided swing away from these

trust receipts and their use in domestic transactions

have generally resulted in holding them within the

recording statutes. As stated by the court in Smith

V. Commercial Credit Co., supra, we feel that the

use of the trust receii^t is but an attempt to avoid

and defeat legislative requirements of form and

recording.

ANSWER TO APPELLANT'S ARGUMENT B.—

Effect of Retaking Possession Prior to
Receivership

Appellant's argmnent on this point is misleading in

its attempted application of Rem. Rev. Statutes, Sec.

5831-2. It ignores the rule established in this state

and in effect at the time of the taking of these cars,

that upon insolvency the assets of the corporation

become a trust fund for the benefit of its creditors,

and that a suit may be maintained by the receiver of
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the corporation at any time to recover an attempted

preference by the creditors from these assets. Appel-

lant sets forth on page 29 of his brief that in view of

the fact that this action was brought subsequently to

the effective date of the act referred to, in which the

Washington Legislature adopted the Federal bank-

ruptcy rules and definitition of preferences by insol-

vent corporations, it is governed by that act and the

federal bankruptcy cases are controlling. This is in

error. In the first place, the retaking of these cars

by the appellant occurred on January 29th, 1931,

the receiver being appointed three days later. Rem.

Rev. Statutes, Section 5881-2, Chapter 47, Page 160,

of the Session Laws of 1931, was passed near the end

of the Legislative sesstion, to'wit: on the 10th of

March. The Legislature adjourned on the 12th of

March. According to the State Constitution and the

certificate of the Secretary of State all laws passed

by the Legislature took effect ninety days thereafter

or on midnight, June 12, 1931.

In view of the fact that this act was passed six

weeks after the forcible seizure of the automobiles,

although this action was not instituted until some five

months later, it is obvious that this statute has no

application to the case at bar. There is nothing in

the act which provides for any retroactive effect or

declaring an emergency. In the absence of such a
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provision the general rule with reference to Legisla-

tive enactment applies, and that is that they act pros-

pectively only. 25 R. C. L. 787 states this general

rule

:

**Even though the legislature may have the

power to enact retrospective laws, a construction

which gives to a statute retroactive operation is

not favored, and such effect will not be given

unless it is distinctly expressed or clearly and
necessarily imxDlied that the statute is to have a

retroactive effect. There is always a presump-
tion that statutes are intended to operate prospec-

tively only, and words ought not to have a retro-

spective operation unless they are so clear, strong,

and imperative that no other meaning can be
annexed to them, or unless the intention of the

legislature cannot be otherwise satisfied. Every
reasonable doubt is resolved against a retroactive

operation of a statute.

"

Appellant's cases, therefore, which attempt to apply

the Bankruptcy rule with reference to preferences,

are not applicable, although it is appellee's contention

that this constitutes a preference even under the inter-

pretation of the Bankruptcy Act.

The rule in effect at the time of the taking of these

automobiles and the execution of these contracts, is

much stronger in its protection of the creditors than

the Bankruptcy rule. At that time in the State of

Washington, upon the insolvency of a corporation its

property becomes a trust fund for all its creditors,

and any transaction which results in a preference may
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be set aside. This becomes effective upon insolvency

and has no relation in time to the appointment of a

receiver or knowledge of the insolvency by the

creditor.

Woods V. Metropolitan National Bank, 126

Wash. 346, 218 Pac. 266;

Lung V. Washington Grocery Company, 126

Wash. 406, 218 Pac. 207;

CJiild V. Western Lumher Exchange, 133 Wash.
53, 233 Pac. 322.

At the time of the taking of these automobiles the

G.M.A.C. Corporation was a creditor of the insolvent

Kirksey Chevrolet Company to the extent of $8500.00,

which was subsequently increased to $12,500.00. In

addition to this, there was outstanding against the

Kirksey Chevrolet Company the amount of the note

still in the possession of the appellant. It is conceded

that at the time of the taking of these automobiles

the corporation was insolvent, and such is the Find-

ing of Fact by the court. At that date, therefore, all

the property of the corporation was impressed with

a trust for the benefit of all of the creditors. Subse-

quent claims filed on behalf of these creditors show

that the outstanding claims at this time was somewhat

in excess of $20,000.00. For the appellant to urge

that the retaking of these cars prior to the appoint-

ment of the receiver cured any defects of execution

and failure of recordation is to ask this court to ignore
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the existing law of the State of Washington. The tak-

ing of these cars was a violation of the trust and

enabled the appellant to obtain a larger proportion

of its claim than the other creditors.

The terms of the Chattel Mortgage Act of this

state provide that a chattel mortgage is void to exist-

ing and subsequent creditors whether or not the credi"

tors have or claim any lien against the particular

property. We do not see how any statute could be

broader in its application.

An examination of the cases cited by the appellant

involving the retaking of any cars under a chattel

mortgage or conditional bill of sale nowhere shows

an involuntary retaking and by force. The case of

Houck V. General Motors Acceptance Corporation, 44

Fed. (2d) 410 (D. C. Pa.), cited on page 29 of appel-

lant's brief, is decided upon the authority of Bailey v.

Baker Ice Machine Co., 239 U. S. 268, cited on the same

page, which applies the Bankruptcy rule that the trus-

tee takes the status of a creditor holding a lien by legal

or equitable process at the time the petition in bank-

ruptcy is filed and not anterior thereto. In this case,

however, the bankruptcy rule is not applicable but

the trust-fund theory applies, and the date upon which

it becomes effective is not the date of the appointment

of the receiver, but upon the insolvency of the corpor-

ation.

J
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Woods V. Metropolitan Nat 'I, Bank, 126 Wash.
346, 218 Pac. 266.

The same situation is true in the case of White v.

General Motors Acceptance Corporation, 2 Fed. Supp.

406 (D. C. Ky.), cited on page 30 of appellant's brief.

From the quoted portion it appears that under the

Kentucky law the creditors acquire no right in the

property unless by virtue of legal proceedings and at

the time of the repossession by the Acceptance Corpor-

ation the bankrupt was a going concern. Incidentally,

in that case the rej^ossession was voluntary on the part

of the parties and the notes executed by the dealer

were returned to him by the General Motors Accep-

tance Corporation.

The argument made by appellant on page 32 of

his brief that there was no evidence that any person

became a creditor of the Chevrolet Company subse-

quent to the time the cars were placed upon the floor

has no application because of the very terms of the

recording statute heretofore referred to. Under the

Washington statute, the chattel mortgage is void as to

all creditors of the mortgagor, both existing and sub"

sequent. Citation, therefore, of the case of In Re
Bell Motor Co., 45 Fed. (2d) 19 (C.C.A.-8), in support

of this proposition is of no avail to appellant's position.

Under the Missouri law involved in the Bell case the

instruments were valid as between the parties except-
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ing creditors of the bankrupt who extended credit

during the time they were withheld from record.

The same situation is true in the case of Bailey v.

Baker Ice Machine Co., 239 U. S. 268, cited in support

of the Bell case. Under the recording law of the

State of Kansas the contract or conditional sale is

valid between the parties, whether filed for record or

not, but is void against the creditor of the vendee

who fastens a lien upon the property by execution, or

like legal process, before the contract is filed. The

Washington State statute states that this contract is

void as to creditor irrespective of any lien or claim

of lien by the creditor. In addition, the trust receipt

involved in the Bell case is substantially different

from the one at bar. There it is provided that any

funds received from the sale of the automobiles cov-

ered by the trust receipts must be held separately;

that the cars were sold to the account of the Finance

company, and therefore, they were more in the nature

of a true consignment. As a matter of fact, the trust

receipts in that case were recorded five days before

the petition in bankruptcy was filed. In the case at

bar the Findings of Fact by the court shows that

some of these cars were on the floor at least six weeks

prior to the re-taking, and the Kirksey Chevrolet

Company being in business during that time, it is a

reasonable inference of fact that credit was extended

to some extent of the possession of some of these cars.
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ANSWER TO APPELLANT'S ARGUMENT C—
Measure of Damages

In making this argument counsel conveniently ig-

nores the fact that this is an action brought by the

receiver of an insolvent corporation and as such rep-

resents all of the creditors. Perhaps counsel's argu'

ment would have had some merit had this action been

brought by the Kirksey Chevrolet Company on its own

behalf. It was exactly the situation in the case cited

by counsel, to-wit : McLeod Nash Motors v. Commer-

cial Credit Trust, 246 N. W. 17 (Minn.). In that case

no creditors were involved, none of them were claiming

under the recording act, and the action was by the

original buyer against the finance company. That

case also involved a trust receipt and the court held

that the transaction was equivalent to a chattel mort-

gage. The court arrived at this conclusion even

though that trust receipt had a particular provision

which provided that any funds received for the sale

of automobiles involved should be kept separate and

apart from the funds of the dealer.

As shown by the Findings of Fact, the total amount

of the notes was $8181.00 and they were dated respec-

tively the 7th, 9th, 10th and 20th of January, 1931,

although, as appears from the Findings of Fact, some

of the cars seized had been on the premises from four
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to some six weeks prior to the seizure, or prior to the

execution of the notes.

To apply the measure of damages contended for by

the appellant in this case, would be allowing the appel-

lant to receive almost the full amount of their claim

on the notes and would constitute a iDreference.

ANSWER TO APPELLANT'S ARGUMENT D.—

Allowance of Interest

We have no quarrel with the authority cited by the

appellant in the case of B. d B. Building Material Co.

V. Winston Bros. Co., 158 Wash. 130, 290 Pac. 839,

which is in accord with the general rule that if the

amount involved is undetermined and requires evi"

dence to establish the same, interest cannot be allowed

except from the date of the judgment. However, in

this case, as pointed out in the Statement of Facts,

defendant itself has admitted the value of the auto-

mobiles in its answer, sets forth the same value in its

affirmative defense, and stipulated as to the value

at the time the action came on for trial. In view of

such specific stipulation and allegations in the plead-

ings, the amount, of course, was liquidated, and being

liquidated, bears interest from the date of the taking

of the automobiles by the appellant. The very case

cited by appellant sets forth—p. 136:
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"If the value of the property is not in dispute,

or its vahie can be determined by mere computa-
tion, or by references to some reasonably certain

standard interest is allowed from the date of the
conversion. '

'

Interest is very loroperly allowed.

CONCLUSION.

As shown by the foregoing cases it is the substance

of the transaction and not its form that determines

its legal character and effect. The argument may be

summed up as follows, the trust receipt involved is in

fact a chattel mortgage because:

1. The intent of the parties is "the wholesale pur-

chase of automobiles by retail dealers".

2. In truth the finance company is but doing what

is implied by its name—loaning money on "security"

title".

3. The law does not favor secret liens—the plac-

ing of possession in retailers for the obvious purpose

of sale with an unrecorded reservation of title.

4. There is substantial authority from great com-

mercial states holding "trust receipts" to in fact be

either chattel mortgages or conditional sales, and the

threat of disturbing the "customs" of business is not
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persuasive. The remedy is with the legislature, if

such secret liens are thought to be desirable.

5. The policy of the law and the courts of the

State of Washington is to disregard the label and

fiction created to avoid liability for the clear substance

and truth of the transaction.

We feel that there can be no escape from the con-

clusion in this case. The entire transaction was simply

a financing transaction as set forth in defendant's

own allegation; it was a method used to make avail-

able the resources of the General Motors Acceptance

Corporation for the purchase of these automobiles

by the Kirksey Chevrolet Company. The laws of the

State of Washington have set down a method by

which the defendant corporation could properly pro"

tect itself and at the same time still make available

its tremendous credit resources for the purchase of

these automobiles. It would have been a simple mat-

ter to have attached to any of these trust receipts the

necessary affidavits of good faith and certainly the

recording would have presented no difficulty. While

there may be some reason that some courts may have

struggled to hold these trust receipts valid and not

subject to recording statutes, in a case of the importa-

tion of merchandise from abroad, certainly no such

reason exists with reference to commercial transac-

tions entirely initiated in this country.
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The ^reat bulk of the business of automobile retail-

ing is handled through the medium of conditional

sale contracts and chattel mortgages and in every

instance the court has had no difficulty in sustaining

recording laws which require that the same may be

recorded in order to protect the interest in the parties

involved. Is there to be a difference because more

than one automobile is retailed, or because the auto-

mobile is sold wholesale rather than retail "? The laws

of the State of Washington are applicable to all trans-

actions which occur in this state. Modern business

practice is extended upon credit, and the first place

that creditors and other persons seeking to do business

with the corporation go to find out whether there

are any liens upon the property is to the proper

recording office. We see no reason why the finance

company should not be compelled to adjust itself to

the same requirement. Whatever may be its purpose

to seek avoiding putting these matters on record, that

purpose is contrary to the public policy as enunciated

by the laws and decisions of this state.

We respectfully submit, the judgment of the Dis-

trict Court should be affirmed.

Respectfully submitted,

SAM L. LEVINSON,
Attorney for Appellee.
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1. The opinion fails to consider that portion of

the record which incorporates a direct obligation

upon the part of the Kirksey Chevrolet Company to

pay for the automobiles in question.

2. The opinion is based upon the Washington

case of Ivy vs. Commercial Credit Co., 23 Pac. (2d)

19, 173 Wash. 360, and overlooks the distinction be-

tween that case and the one at bar.

3. The opinion fails to indicate the nature of the

judgment to be entered by the District Court and

does not take into consideration that the cars taken

by the appellant from the dealer were taken by force

and without any process of law, which resulted in a

conversion. The equity of the insolvent corporation

in these automobiles was thereby lost. Judgment

should be entered in favor of the appellant for the

amount of the equity in these cars.

ARGUMENT

The opinion of the court in this case recognizes

that there are two divergent lines of authority with

regard to trust receipts. One, those cases which hold

that the trust receipts are within the recording stat-

utes of the various states and are, therefore, invalid

unless recorded, and are in the nature of chattel

mortgages, and second, that they are an instrument



peculiar in itself, or, as some of these cases state, sui

generis.

Fundamentally, all of the cases cited involve an

attempt by the courts to ascertain the true intent of

the parties. This is the controlling element. The in-

tent of the parties is evidenced by the resulting agree-

ment, and it is this which must be considered with

reference to the particular recording statutes in-

volved. If the true intent of the parties indicates a

chattel mortgage, irrespective of what the parties

may denominate the same, then it is invalid in the

State of Washington for want of recording and

acknowledging. (Rem. Rev. Stat. 3780.)

The opinion of this court sets out the court's find-

ings which include a reference to this trust receipt.

This trust receipt refers in its body to the dealer's

record of purchase and release (Tr. p. 22), instruc-

tions to the dealer (Tr. p. 20). It is these two items

in addition to the trust receipt which determine the

form and the obligation of payment by the dealer for

these automobiles. These documents and the note

executed by the dealer constitute the entire transac-

tion, and excepting the note, are not referred to by

the court in its opinion.

It is these documents which bring us to the vital

distinction between this case and that of Ivy v. Com-
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mercial Credit Co., 23 Pac. (2d) 19, 173 Wash. 360,

the Washington case upon which this court bases its

opinion. This court's opinion holds that the Ivy case

is controlling, without taking into consideration the

distinction between the obligation of the dealer in-

volved in that case and in the case at bar. As stated

in that opinion, trust receipt not being defined by

statute, the transaction must be interpreted accord-

ing to the rules applicable to written instruments

generally. The instrument and the facts in the Ivy

case are vitally different than the situation in the

case at bar.

The question in that case came up on the findings

sujoporting the judgment. It is noted in that case that

the findings of fact expressly negative the execution

or existence of an obligation on the part of the insol-

vent corporation to pay for these cars. In the Ivy

case the court specifically refers to the fact (p. 355)

that there was no statement of fact in the case, no

testimony to show the circumstances surrounding the

execution and delivery of the instruments involved.

The only matters before it were the findings of fact

which made no reference whatever to the surround-

ing circumstances, and the court was compelled to

speculate by whom the transaction was initiated and

the nature of the obligation of the parties. In the case

at bar we have direct findings of the circimistances



and of the conduct and intention of the parties sur-

rounding the execution of the instrument. The court,

in the Ivy case, assumed (p. 366), which it rightfully

could under the record, that the entire transaction

was originated by the efforts of the Commercial

Credit Co. This is directly contrary to the findings

in this case, which hold that the transaction was orig-

inated by the Kirksey Chevrolet Co. Particular ref-

erence is made on page 356 of the Ivy case to the fact

that in the trust receipt in question no promise is

made to pay anything whatever for the automobiles

unless and until they were sold by the Yakima Auto-

mobile Co. And it is particularly called to this court's

attention that nowhere in the Ivy case, either in the

trust receipt, or collateral thereto, does it appear that

there was any obligation whatever on the part of the

Yakima Automobile Co. to pay for these automobiles.

The Supreme Court of the State of Washington

recognizes this because it discusses the reference in

the trust receipt in that case to a draft. It states that

this had no application because the only drafts in-

volved in the case were those accompanying the ship-

ment and were on the Commercial Credit Co. which

promptly paid them (p. 364). In other words, it is

assumed throughout the Ivy case, and it appears di-

rectly in the opinion, that there was no obligation



whatever on the part of the Yakima Automobile Co.

to pay for these cars, other than as they are sold.

In the case at bar we have specific findings that

negotiable promissory notes in the full amount of the

balance due on the cars were executed by the dealer

at the time of the execution of the trust receipts and

constituted part of the same transaction. And it is

very significant that even though these cars had been

retaken by the appellant prior to the institution of

the action by the appellee, these notes were still in

possession of the appellant and at no time were they

tendered back to the appellee. This is the important

and vital distinction between these two cases.

Although both documents involved in the Ivy case

and in the case at bar are denominated "trust re-

ceipt,
'

' an examination of the terms of the particular

docmnents involved shows important distinctions. It

is noted that in the trust receipt in the Ivy case the

credit company itself would insure said cars against

the hazards of fire and theft, while held by the dealer,

thus evidencing more truly in that case title in the

credit company. It is noted that it is also provided in

that trust receipt that the dealer may seU the cars,

but he must keep the proceeds separate and apart

and constantly keep them in the nature of trust funds

and not mingle them with his own funds. An exam-

ination of the trust receipt involved in this case, how-



ever, shows significant distinctions. In the first place,

the buyer keeps the car at his sole risk of loss or in-

jury to the car. It is provided in the trust receipt in

this case that it is terminated by the payment of the

amount due the finance company, whereas the trust

receipt in the Ivy case calls for specific proceeds of

these cars and not any funds of the dealer. There is

also provided in the G.M.A.C. trust receipt a provi-

sion that the payment of these cars in any form or in

any manner constitutes a release of the trust.

The trust receipt in the case at bar makes specific

reference to instructions to dealer (Tr. p. 20), which

is attached to the trust receipt, and is a part of the

transaction. Under that the dealer has an absolute

right to release the cars from trust by the payment

of these sums. Execution of the promissory note in

the form of the case at bar indicates an absolute obli-

gation for their payment by the dealer. Comparison

of the two documents involved in the two cases indi-

cates that the dealer in the Ivy case does not have this

right or obligation. We contend that this case is no

authority whatever to support appellant's position.

In fact, the opinion in this case, after deciding this

case upon the authority of the Ivy case, admits that

the transaction therein was not the same as involved

in the case at bar, because no notes or obligation by

the dealer were involved. This opinion speculates



upon the holding of the Supreme Court of the State

of Washington upon a similar situation as presented

here. The case at bar must be decided upon the true

intent and obligations of the parties as evidenced hy

all of the documents involved. This true agreement

must then meet the statutory policy with reference

to acknowledgment and recording to establish the

rights of all parties, including creditors of the in-

solvent.

Although this court in its opinion makes some ref-

erence to these notes as being the same form as time

drafts referred to in some of the other cases as cited

in the opinion, nevertheless it is very significant, as

heretofore stated, that at no time until the trial, some

three years after the taking of these cars by the ap-

pellant, was the negotiable promissory note tendered

or returned to the receiver. Taking into considera-

tion these notes, in conjunction with the trust receipt

and the instructions to the dealer and the bank, it is

more than mere evidence of the obligation as it would

appear in some of the time drafts referred to in the

court's opinion. They are in fact absolute and di-

rect obligations upon the part of the dealer to pay

for these cars. This court recognizes the existence of

such an obligation as taking the case without the rule

as announced and bringing it more truly within the

intent of the parties and indicating the true effect of



the transaction to be that of a chattel mortgage (Op.

p. viii).

The District Court's statement that the documents

involved in thise case were neither chattel mortgages

nor conditional sales is consistent, because they were

not properly executed or recorded. In other words,

while that was the intent of the parties, they lacked

the statutory requirements to make them valid.

This court also fails to take into consideration the

fact that these cars were taken by force and without

due process of law. This constitutes conversion.

The findings of fact (Tr. p. 30) show this. To that

extent this amounts to a conversion, as the Kirksey

Chevrolet Company was rightfully entitled to pos-

session of these automobiles at the time. Even though

the court in this case will hold these trust receipt

transactions invalid as passing title, nevertheless, in

view of the fact that the rightful possession of these

automobiles was in the Kirksey Chevrolet Company,

with certain equities therein, then the rule as con-

tended for by the appellant in its brief is applicable

;

that in such an action the appellant can set off

against these automobiles the amount of the indebt-

edness against them. The Kirksey Chevrolet Com-

pany had a very substantial equity in these cars, to-

taling the sum of $1161.21, being the difference be-
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tween the agreed price of the cars and the balance

due as set forth in appellant's second affirmative de-

fense. In any legal action by the appellant against

the receiver, in an action properly brought by due

process of law, certainly some accounting should be

made for this sum. There is no showing that had due

process of law been followed by the appellant cover-

ing these cars, that the Kirksey Chevrolet Company

could not dispose of the equity of the Kirksey Chev-

rolet Company in these cars. At the time of the seiz-

ure of these new automobiles they were a very mar-

ketable commodity and the equity of the insolvent

dealer was a very substantial one. By the action of

the appellant the receiver suffered a very substantial

loss and certainly the appellant should not be per-

mitted to profit by his unlawful acts, irrespective of

what may have been his interpretation of his rights

under the contract.

We respectfully submit that this court has erro-

neously applied the decision of the Ivy case in mak-

ing that case determinative of the case at bar. The

very point of distinction between these two cases,

that is, a direct obligation of the dealer, is not set

forth by the court in the Ivy case and this court rec-

ognized that it is not passed on by that case. It takes

more than the name by which an instrument is de-

nominated to determine its true effect. The fact that
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the instruments in both these cases were denomi-

nated "trust receipt" does not necessarily mean that

they involve the same obligations on the part of the

parties involved.

We respectfully submit that this court should

grant a rehearing in order that a full presentation of

this i^oint may be made.

In any event, the appellee submits that the opinion

of the court should be modified with instructions to

reduce the judgment in behalf of the plaintiff from

$8332.00 to $1161.21, being the actual amount paid

by the appellee, the Kirksey Chevrolet Company, to

the appellant.

We resi)ectfully submit that the judgment should

be affirmed or that the opinion should be modified to

reduce the judgment to $1161.21.

SAM L. LEVINSON,
Attorney for Appellee.

Sam L. Levinson, the attorney for the appellee in

the above case, hereby certifies that in his judgment

the petition for rehearing in this case is well founded

and is not interposed for delay.

SAM L. LEVINSON.
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In the District Court for the Territory of Alaska,

Second Division.

No. 3227

CORDOVAGOLD DREDGING CO., a Corporation

and A. V. CORDOVADO,
Plaintiffs,

vs.

PERCY A. ROBBINS and KEITH ROBERTS,
Defendants.

BILL OF EXCEPTIONS

Be it remembered that on the 15th day of October,

1934, there came on for hearing in Open Court the

motion of Plaintiffs for an order permitting them,

the plaintiffs, to do assessment work on the placer

claims described in plaintiffs' complaint, Mr. Wil-

liam A. Gilmore appearing for plaintiffs and Mr. Tra

D. Orton appearing for Defendants. A certified copy

of said motion is annexed to and made a part of this

bill of exceptions. On hearing of said motion there

was introduced in evidence all the pleadings, affi-

davits, orders, stipulation and all papers on file in this

action and no other evidence. Thereupon the Court on

October 17, 1934, made and entiered its order on said

motion to which defendants then and there excepted

a certified copy of said order is hereto attached and

made a part of this bill of exceptions. The foregoing

bill of exceptions having been served and filed and

presented for settlement within the time allowed by

law and the rules of the Court is hereby settled and

allowed and to complete said bill of exceptions it is
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ordered that the Clerk of this Court make certified

copies of all the pleadings, affidavits, stipulation,

orders and other papers on file in this action and

attach the same to this bill of exceptions and the

same are hereby made a part of this bill of ex-

ceptions.

Sealed and settled at Nome, Alaska, this 19th day

of October, 1934, being a regular day in the same

term in which said order excepted to, was made and

entered.

J. H. S. MORISON,

Judge of the District Court, Territory of Alaska,

Second Division. [1*]

The above is defendants draft of a bill of excep-

ceptions—Dated Oct. 17 1934.

IRA D. ORTON,
Attorney for Defendants.

Service and receipt of the copy of the foregoing

bill of exceptions is hereby admitted this 17 day of

October, 1934.

WILLIAM A. GILMORE,
Attorney for Plaintiffs.

[Endorsed] : Filed October 19, 1934.

[Refiled] : Filed Oct. 19 1934. [2]

[Title of Court and Cause.]

COMPLAINT
Come now plaintiffs and for cause of action

against the defendants allege

:

* Page^numbering appearing at the foot of page of original cer-

tified Transcript of Record.
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I.

That at all times hereinafter mentioned the plain-

tiff, Cordovado Gold Dredging Co., was and is now
a corporation organized and existing under the laws

of the State of Delaware and authorized to and doing

business under the laws of the Territory of Alaska

with its principal place of business at Nome, Alaska.

That the plaintiff, A. V. Cordovado is a resident of

Nome, Alaska. That all of the mining lands, mining

claims, ditches and water rights and personal prop-

erty hereinafter referred to and mentioned in the

agreement hereinafter set forth are all within the

territorial jurisdiction of the above entitled court

and are situated within the Second Division of the

Territory of Alaska and the court has jurisdiction of

the persons and subject matter of this suit.

II.

That on and prior to the 15th day of June, 1933,

the plaintiff Cordovado Gold Dredging Cu. was the

owner and in the possession of all of the mining

lands and mining property set forth and described in

Exhibit "C" attached hereto situated on the In-

machuk River in the Fairhaven Recording Precinct,

Second Division, [3] Territory of Alaska, and was

the owner and in the possession of all of the personal

property situated on said mining lands and claims

set forth and described as Exhibit "B" attached

hereto. That all of said property was on said June

15, 1933, and now is of the market value exceeding

$400,000.00.
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III.

That on the 15th day of June, 1933, plaintiffs and

defendant, Percy A. Bobbins entered into a written

agreement and option, copy of which is attached

hereto marked Exhibit *'A" for reference the same

as if incorporated in full herein pertaining to the

mining property real and personal set forth in Ex-

hibits *'B' ' and **C" attached hereto.

IV.

That under the terms of said written agreement

and option the said Bobbins advanced certain

moneys as set forth in the said agreement and agreed

to advance certain other moneys and among other

things was to furnish and pay the expenses of a

mining engineer to the said mining properties on

the Inma(^.hulv River and maintain him there for as

long as may be necessary for him to examine the

properties and report on all conditions pertaining

to tlie properties, and among other things the said

Robbins was to buy in certain workmen's lien claims

who were then litigating with the plaintiffs in the

above entitled court at Nome in cause No. 3188 en-

titled J. S. Stangroom v. A. V. Cordovado, et al, in

his own name and to hold the same in his own name

under the terms of the agreement. Robbins was also

to furnish the necessary capital for operating the

said mines continuously by hydraulic method and to

furnish capital for purchasing and installing a

dredge on said property as in said agreement pro-

vided. That among other things the said Robbins
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was to purchase a certain mortgage against the prop-

erty from the Miners & Merchants Bank at Nome
and witlihold all action on the same and to hold the

workmens' lien claims purchased by him so long as

there was no breach of the said contract by the plain-

tiffs. Robbins was also to provide funds for laying

in a supply of fuel, oil and coal [4] and for lubri-

cants and for food to be consumed by employees and

horses during the winter of 1933 to the extent of ten

thousand dollars. Robbins was also to pay out such

other and further sums and amounts as were neces-

sary to the extent of one hundred twenty thousand

dollars. Under the terms of said agreement the

plaintiffs agreed to give the defendant, Robbins an

oi:)tion to take a one-half interest in the properties

or the company or either or both under the terms

of the agreement giving and granting to him a two

months' option from the said 15th day of June, 1933,

to decide whether or not he would exercise the said

option to take a one-half interest in the properties or

the company under the terms of the agreement.

Plaintiff Cordovado agreed to supervise and operate

the hydraulic giants on said property during the

summer or mining season of 1933. Plaintiff Cordo-

vado was to have charge of dismantling the dredge

mentioned in said agreement and to be in charge of

all operations on the said mining property during

the tune and terms of the agreement. It was further

provided in said agreement that from the recovery

of gold from mining operations, Robbins was to re-

ceive all the net profitable recovery until he received

J
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the sum of thirty thousand dollars and thereafter

from the profitable recovery of gold from said mines,

Bobbins was to receive 60% of the recovery until he

had been paid in full for all moneys advanced and

the plaintiifs were to receive 40% thereof and after

the said Robbins had been paid in full for all ex-

penditures if he exercised said option the profitable

recovery of the gold from said mining property was

to be divided equally between the said Robbins and

the plaintiffs. 'When all advances were paid to the

said Robbins for expenditures made by him he was

to cancel the note and mortgage, assigned to him by

said bank against the said mining property and re-

lease the said workmens' lien claims. Plaintiff Cor-

dovado agreed [5] to supervise the removal of the

dredge from its present location at Nome to the said

mining proiDerties and to supervise all mining opera-

tions under the contract and to work on said prop-

erties at all times and to manage and handle the same

all to the best of his ability and to the best interests

of the property. Under the terms of said agreement

it was specifically provided that in the event that

Robbins did not exercise his option to take a half

interest in said property or said company, then in

that event, he was to be repaid by plaintiffs less the

amount received from the gold recovery, all money

exijended by him on or before the 15th day of

August, 1934, with interest thereon at 6% from

August 15, 1933.
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V.

That thereafter the said defendant, Robbins, ap-

pointed and designated the defendant, Keith Rob-

erts, as his mining engineer under the terms of said

written agreement and sent him to Nome, Alaska,

under a written contract of employment and to the

said mining properties on the Inmachuk River in

accordance with the terms of said agreement. That

at all times herein mentioned the defendant, Keith

Roberts was the agent, representative and trustee

of the defendant, Robbins, and was acting by and

for him in all transactions pertaining to the said

mining property both real and personal as herein-

after detailed.

VI.

That at the time of the execution of said agree-

ment and thereafter the defendant, Robbins, ad-

vanced certain moneys for the purchase of said mort-

gage held by the Miners & Merchants Bank of Nome,

Alaska, in the sum of $5000 with interest on said

mining property and took an assignment of said

mortgage in his own name. That he purchased a

certain dredge formerly owned by the Bangor

Dredging Co. located near Nome, Alaska, and dis-

mantled said dredge and moved [6] it to the town

of Nome as mentioned in the agreement. That said

Robbins made certain other expenditures, up until

about August 28th, 1933, the exact amount being un-

known to plaintiffs in an effort to carry out said

contract.
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VII.

That during the months of July and August, 1933,

hydraulic mining operations were conducted on said

mining claims near Utica, Alaska, and a large quan-

tity of gold extracted and taken therefrom all of

which was turned over and delivered to the defend-

ant Robbins, under the terms of said agreement, the

exact amount of which is unknown to plaintiffs.

VIII.

That sometime during the month of August, 1933,

prior to expiration of said option, the defendants,

Robbins and Roberts fraudulently schemed, con-

nived and conspired together to get possession of the

title to all of said mining property. Contrary to the

terms of said written agreement the said defendant,

Robbins induced the defendant, Roberts not to pur-

chase the said miners' liens as agreed but to permit

and allow the mining litigation then pending to pro-

ceed to judgment and sale at a large expense. Pur-

suant to the fraudulent schemes of said defendants

all of said property referred to in said written agree-

ment and more partic?-(ily described in Exhibits ''B"

and "C" attached hereto was sold at Marshal's sales

in said litigation and at said sales the defendant,

Roberts bid in all of said property with money fur-

nished to him by the said Robbins and took the Mar-

shal's title thereto in the name of said Roberts to

all of the personal property and all the mining prop-

erty above referred to and described. That the

United States Marshal for the District of Alaska,
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Second Division issued a certificate of sale upon all

said property both personal and real to the said de-

fendant, Roberts who took such title and thus became

the trustee for the parties to said agreement. That

immediately after the Marshal's sale the said Rob-

erts acting [7] under instructions from defendant

Robbins took possession of all of said property both

personal and real and excluded the plaintiff Cordo-

vado from the management or control thereof and

replaced said Cordovado with another man. That

said Roberts immediately shut down mining opera-

tions on or about the 28th day of August, 1933, and

-during the mining season refused to allow the said

plaintiff, Cordovado to proceed with said mining

operations under the terms of said agreement so as

to prevent the recovery of sufficient gold to fully

repay said Robbins for all unpaid advances, if any.

That said defendant Robbins failed, refused and

neglected to exercise his option of purchase under

the terms of said agreement and thereafter refused

to install said dredge on said property after exclud-

ing the plaintiff Cordovado from having anything to

do with the dismantling and moving of said dredge

as in said agreement provided. That after said 28th

day of August, 1933, the defendants and each of

them refused to recognize the plaintiffs as owners

of said property and failed and refused to account

to the plaintiffs for the gold taken from the said

property but have repeatedly made excessive and ex-

orbitant demands far in excess of any sum or siuns

that may be due for money advanced by Robbins
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under said agreement, and failed and refused and

neglected to furnish the plaintiffs with a true or

correct statement of the expenditures by said de-

fendant Robbins under the terms of said agreement.

That the said defendant Robbins has at all times

since said 28th day of August, 1933, breached said

agreement in that he has failed and refused to pro-

ceed with the mining operations as outlined in said

agreement ; has failed and refused to account to the

plaintiffs or either of them for the expenditures by

him or the gold recovered from said property; has

failed and refused to recognize the plaintiff Cordo-

vado Gold Dredging Co. as the owner of said prop-

erty. On the contrary, the plaintiffs have at all times

since the execution of said agreement faithfully [8]

carried out each and every covenant and agreement

on their part to be performed and have at all times

demanded an accounting from the defendant Rob-

bins and a conveyance of said property to the plain-

tiff, Cordovado Gold Dredging Co. as owner. Plain-

tiffs were willing and able at all times to carry out

the terms, conditions and covenants of said agree-

ment but the said defendant, Robbins has failed, re-

fused and neglected to exercise his option as in said

agreement provided and has failed, refused and

neglected to perform or do any of the covenants of

said agreement since the said 28th day of August,

1933. Said Robbins at all times since said 28th day

of August, 1933 has taken and assumed the position

that the said mining property belongs to him and

said Keith Roberts contrary to equity and justice
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and contrary to the terms and conditions of said

written agreement.

IX.

That no other action is pending between the plain-

tiffs and defendants over the subject matter of this

suit and the plaintiffs have no other speedy or ade-

quate remedy to redress the wrongs perpetrated

upon them by the said defendants.

X.

That the defendants are threatening to and will

dispose of or encumber the personal and mining

property to others or third parties unless restrained

by order of the court from selling or encmnbering

the same during the pendency of this suit.

WHEREFORE plaintiffs pray the court as fol-

lows :

1. For a decree of the court adjudging and de-

creeing plaintiff, Cordovado Gold Dredging Co. to

be the owner and entitled to the possession of all of

said personal property and mining property men-

tioned herein and set forth and described in Exhibits

*'B" and "C" and that the defendants be required

to convey to the plaintiff Cordovado Gold Dredging

Co. by good and sufficient instruments of conveyance

all of said personal i3roperty and real property upon

[9] payment to the defendant, Percy A. Robbins of

any amount found by the court to be due him for ex-

penditures under the terms of said agreement in ex-

cess of any gold received by him with interest on

said amount, if any, at 6% per annum from the 15th
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day of August, 1933 as in said agreement provided,

and that upon the payment by the plaintiffs of such

sum or sums as may be found by the court as the

court may direct, the said defendants and each of

them be required and compelled by the court to ex-

ecute good and sufficient instruments to the plaintiff,

Cordovado Gold Dredging Co. of all of said per-

sonal and real property and a release of said mort-

gage, and upon their failure so to comply with the

decree of the court, the court appoint a commis-

sioner to make, execute and deliver said conveyances

to the plaintiff Cordovado Gold Dredging Co. as

allowed and permitted by statute.

2. That a full and complete accounting be had

between the plaintiffs and defendant Bobbins for all

necessary and legal expenditures made by him under

the terms of said agreement and for all gold recov-

ered and received by him from said mining property

since the 15th di.y of .June. 1933 and that the court

make and enter a decree for the amount found to be

due either to plaintiffs or defendants accordingly.

3. That by decree of this court said agreement

of June 15, 1933, be cancelled, annuled and rescinded,

and held for naught between plaintiffs and de-

fendants.

4. That the court enter herein a temporary re-

straining order pendente lite enjoining and restrain-

ing the defendants and each of them, their attor-

neys, agents and employees from selling or encum-

bering any of the property or from mining or operat-

ing thereon and that upon the trial of this action, the
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court enter a permanent injunction and restraining

order against the defendants and each of them from
ever asserting or claiming any title or interest in and
to the said personal or mining property above

described. [10]

5. That the plaintiffs may have and recover of

and from the defendants their costs and disburse-

ments of this action.

6. That the court grant to the plaintiffs such other

and further equitable relief as it deems proper

herein.

WILLIAM A. GILMORE,
Attorney for plaintiffs.

United States of America,

Territory of Alaska,

Second Division.—ss.

A. V. CORDOVADO being first duly sworn on

oath deposes and says: That he is one of the plain-

tiffs in the above entitled action; that he has heard

read the above and foregoing complaint, knows the

contents thereof and the same is true as he verily

believes; that he makes this verification for and on

behalf of both of the plaintiffs herein.

A. V. CORDOVADO.
Subscribed and sworn to before me this 26th day

of Sept., 1934.

[ Seal ] ALMER RYDEEN,
Notary Public in and for the Territory of Alaska

residing at Nome. My commission expires

August 25, 1935. [11]
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EXHIBIT ''A"

THIS AGREEMENT entered into this 15th day

of June, 1933, by and between A. V. CORDOVADO
(hereinafter referred to as **Cordovado"), PERCY
A. ROBBINS (hereinafter referred to as "Rob-

bins") and CORDOVADO GOLD DREDGING CO.

(hereinafter referred to as the "Company"),
WITNESSETH THAT:
WHEREAS, Cordovado was the owner of certain

mining claims on the Inmachuk River, Seward Pen-

insula, Alaska, all as set forth and desscribed in a

REPORT ON GOLD BEARING GRAVELS OF
INMACHUK RIVER, SEWARD PENINSULA,
OWNED BY CORDOVADO GOLD DREDGING
CO. by Norman C. Stines, dated at Chicago, Illinois,

May 25, 1932, and addressed to Board of Directors,

Cordovado Gold Dredging Co. 325 Fullerton Park-

way, Chicago, Illinois, (hereinafter referred to as

the "Report") to v.hicli Report reference is hereby

had for purposes of this contract in this paragraph

and all succeeding paragraphs of this agreement;

and

WHEREAS, Cordovado and the Company rep-

resent to Robbins that the future production of said

claims in profit is as follows

:

1933— $50,000.00

1934— 50,000.00

1935— 75,000.00

1936 to 1944 inclusive, annually — $280,000.00

1945— $205,000.00

and the Report sets forth the said production figures,
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and the Report and the production figures are here-

by warranted to be true and correct by the Company
and Cordovado, and the Report and the representa-

tions of Cordovado and the Company concerning the

gold content of the properties and the matters set

forth in said Report, all are hereby warranted to be

true by Cordovado and the Company and form the

entire basis of the within contract and the induce-

ment to Robbins to enter into the same ; and

WHEREAS, the Company is a Delaware corpora-

tion, which is the owner by assignment from Cor-

dovado of the said mining interests hereinabove men-

tioned and is capitalized at Forty Thousand (40,000)

shares of common stock and Ten Thousand (10,000)

shares of convertible 7% [12] cumulative preferred

stock, convertible share for share into common stock,

both common and preferred stocks being of a par

value of Ten Dollars ($10.00) per share; and

WHEREAS, Robbins is willing, on certain con-

ditions herein expressed, to furnish certain funds for

the financing of the Company and certain of its ob-

ligations, and, under the negotiations leading up to

this agreement, Robbins has expended certain funds

in behalf of the Company and, in the carrying out

hereof, will be forced to expend certain further

sums; and

WHEREAS, Robbins has heretofore and as part

of the consideration for the option herein given and

of the within agreement, purchased and paid for a

certain mortgage on the properties hereinabove men-

tioned and on the machinery and all the equipment

i
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therein and thereof in the principal sum of Five
Thousand Dollars ($5,000.00) plus accrued interest

of approximately Six Hundred Fifty Dollars

($650.00), which mortgage Robbins has purchased in

his own name and as his sole and separate property

;

and

WHEREAS, there are certain unsatisfied work-

men's lien claims against Cordovado and the Com-
pany and the property, which liens are at present

the subject of litigation in Nome, Alaska; and

WHEREAS, Robbins, as a part of the considera-

tion for the option herein given and for the within

agreement, proposes to purchase and has contracted

to purchase a certain gold dredge constructed by

Walter Johnson, formerly owned by the Bangor

Dredging Co. and located near Rome, Alaska, for the

sum of Ten Thousand Dollars ($10,000.00), upon

which Robbins has already paid the sum of Three

Thousand Dolbrs ($?.,000.00) and has deposited

Seven Thousand Dollars ($7,000.00) in San Fran-

cisco to complete the purchase thereof, and it is de-

sirable to dismantle the dredge and remove the ma-

chinery, parts and hull from the field where it is now

located near Nome, Alaska, to Nome, and from there

ship the same to Deering at the mouth of the Inma-

chuk River and transport the same to a suitable

claim of the Company or Cordovado on the Inma-

chuk River somewhere above the Nellie Claim and

[13] below the Pinnell River, which operation last

mentioned would cost in the neighborhood of Fifty-

five Thousand Dollars ($55,000.00) ; and
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WHEREAS, it is the belief of the parties hereto

that the claims hereinabove mentioned can be profit-

ably operated, using, at least in part, the mining

method known as Cold Water Thawing, which it is

claimed by the Hammon Consolidated Gold Fields,

a corporation, is covered by United States Letters

Patent No. 1,339,036, granted May 4, 1920, to John H.

Miles, under assignment of which the said Cordovado

has the right to use said process on the Inmachuk

River by agreement dated December 27, 1926 be-

tween Cordovado and Hammon Consolidated Fields

;

and

WHEREAS, Cordovado is the owner of all or a

large majority of the stock of the Company;

NOW, THEREFORE, it is agreed by the parties

hereto, in consideration of the within promises and

cowvenants, of the funds expended and to be ex-

pended by Robbins, and of the further sum of Ten

Dollars ($10.00) in hand paid to the Company and

Cordovado by Robbins, the receipt whereof is hereby

acknowledged, as follows

:

1. Robbins agrees

—

(a) To furnish and pay the expenses of a mining

engineer to the properties on the Inmachuk River,

Nome, Alaska, and maintain him there for as long

as may be necessary for him to examine the prop-

erties and report on all conditions pertaining to the

jiroperties and to this agreement. Under this clause

of the agreement, Robbins shall not be required to

expend in excess of Five Thousand Dollars

($5,000.00).
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2. Cordovado and the company agree to and here-

by do ;-

(a) Give Bobbins an option to take a one-half

(V2) interest in the properties of the company, or

either or both, as the case may be, as herein set

forth, and do hereby give such right at any time

within two (2) months from the date of this agree-

ment, upon the following terms and in the following

manner. [14]

(b) Agree to effect a clean-up prior to August 7,

1933, for the inspection of Bobbins.

3. In the event of the exercise by Robbins of the

option herein given to him, it is agreed as follows

:

(1) Robbins shall serve notice of the exercise of

the option by mailing to Cordovado, registered mail,

at Nome, Alaska, a notice of his election to proceed.

The mailing of such notice shall be conclusive as to

the receipt of th^ sam^ bv Cordovado and the Com-

pany and shall be the exercise of the option.

(2) Cordovado and the Company shall operate

or continue to operate hydraulic giants immediately

thereupon on certain claims included in this agree-

ment; ei¥ect clean-ups from time to time, always in

the presence of a personal representative of Bobbins

;

and continue hj^dralicking operations as far into the

fall of 1933 as weather will permit.

(3) Bobbins shall provide the above mentioned

dredge, loan the same to the Company and Cordo-

vado and provide the necessary funds for disman-

tling, transporting it to the property and erecting
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it there at a total cost for the dredge of not to

exceed Ten Thousand Dollars ($10,000.00) and for

the expense of transportation, dismantling and erect-

ing not to exceed Fifty-five Thousand Dollars ($55,-

000.00).

(4) Robbins shall buy in workmen's lien claims

hereinabove mentioned, and hold them in his own
name, being required to spend under this clause of

this agreement not in excess of Twenty-five

Thousand Dollars ($25,000.00).

(5) Robbins shall withhold all action on the mort-

gage or notes secured thereby hereinabove referred

to as having been purchased by him or the workmen's

lien claims which will be owned by him, so long as

there is no breach of the contract by Cordovado or

the Company or either or both. [15]

(6) Robbins shall provide funds for laying in a

supply of fuel oil and coal for ditch camps and for

lubricants, etc., and for food to be consumed by em-

ployees and horses during the winter, and other

usual, reasonable and legitimate costs for carrying

the property through the winter, but in no event

shall Robbins be required to furnish funds for the

purposes in this clause mentioned in excess of Ten

Thousand Dollars ($10,000.00).

(7) Robbins shall pay out such other or further

smns and amounts, directly or indirectly, in connec-

tion with this agreement, either for the Company,

Cordovado or Robbins. or any one or more of them,

or anyone else in connection herewith, or, in any

other manner shall make expenditures of any sort
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or nature in this connection, all as Eobbins may deem
best in his sole and uncontrolled discretion.

(8) In no event shall Bobbins be required to pay-

out under the terms of this contract, or in any way
in connection with this contract, a total of more than

One Hundred Twenty Thousand Dollars ($120,-

000.00) for any purpose whatsoever.

(9) All of the net profitable recovery of gold,

after the payment of all expenses as hereinabove set

forth, shall be divided between the parties hereto as

follows

:

(A) Bobbins shall receive all the net profit-

able recovery from the property of the Company
or Cordovado or either or both and from all

clean-ups until he shall have received Thirty

Thousand Dollars ($30,000.00) in gold or cash.

(B) Until Bobbins has been rei^aid in full

for all expenditures which he has made of any

sort or nature, whether specifically covered here-

under or not, he shall receive Sixty Per Cent

(60%) of all the net XDrofitable recovery from

time to time and Cordovado shall receive Forty

Per Cent thereof.

(C) When Bobbins has been paid in full for

all expenditures, all profit shall be divided

equally between Bobbins and Cordovado. [16]

(10) Upon the exercise of the option herein

given, the stock of tlie Company shall be issued to

Cordovado and Bobbins in equal shares at once.

Upon the signing of the within contract, the con-
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vertible preferred stock shall be converted into com-

mon stock and cancelled and Twenty Thousand

(20,000) shares of common stock of the Company
shall be placed in escrow in the hands of Bowen E.

Schumacher, 1517 First National Bank Building,

Chicago, to be used by him in carrying out the terms

of the within contract and the delivery of the stock

to Robbins. In case the option herein given is not

exercised, said stock certificates shall be delivered to

Cordovado.

(11) The expenditures which Robbins shall have

made and any and all of them hereunder or in con-

nection herewith, whether before or after the option

date or date hereof and whether or not the said option

is ever exercised, are to be debts of the Company and

of Cordovado to Robbins and shall be paid to Rob-

bins regardless of the ownership of stock of the Com-

pany by the parties and regardless of the status of the

parties or of this agreement. The Company and

Cordovado do hereby jointly and severally promise

to repay said sums to Robbins on or before August

15, 1934, with interest thereon at Six Per Cent (6%)
from August 15, 1933, payable at maturity.

(12) Cordovado agrees to assign or transfer or

cause to be assigned or transferred all rights of every

sort or nature which he may have or which may be

under his control, or disposition, in or to any claims,

patents, properties or interests in the Fairhaven Dis-

trict, and to any chattels, machinery or fixtures to the

Company; to pay or compromise and in any event

assume all claims which may be made against the

Company or against Robbins in connection herewith
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other than those herein specified to be temporarily

paid or assumed by Bobbins.

(13) The Company, in accepting the within

agreement and the transfers herein specified to be

made to it, will and hereby does assume and agree to

pay any and all liability of Cordovado imder the [17]

said note, mortgage or wage lien claims or for expen-

ditures or advances by Robbins hereunder, or any or

all of them. Cordovado shall remain personally

liable therefor, the relationship being Bobbins as

creditor and the Company and Cordovado as princi-

pal co-debtors to Bobbins.

(14) When Bobbins has been paid in full all ex-

penditures made by him hereunder or in connection

herewith, Bobbins agrees to cancel the note and mort-

gage securing the same and to release the workmen's

lien claims and to transfer the dredge to the Com-

pany by good and valid bill of sale. Until said time,

however, Bobbin?^ shall be entitled to keep the mort-

gage and his title to said dredge alive, and, in case

of the breach of any of the terms of this contract by

Cordovado or the Company, or both. Bobbins shall

have the right, without notice, and at any time, to

enforce his rights or the rights of his assignors under

the note or mortgage or wage lien claims or any or

all of them or any other rights he may have as a

creditor of the Company or Cordovado, or both,

or in any other way, and all obligations to loan the

dredge to the Company shall thereupon terminate

without notice ; but in case of the failure of Bobbins

to exercise the option herein given, then Bobbins

shall have the power to enforce his rights herein set

forth, after August 15, 1934.
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(15) Cordovado agrees to supervise the removal

of the dredge from its present location near Nome to

the properties ; to supervise all operations under this

contract; to work on the properties at all times; to

manage and handle the same; all to the best of his

ability and to the best interests of the property, all

without compensation until such time as Bobbins has

been paid in full hereunder.

(16) It is agreed that Bobbins shall be repaid in

full all expenditures up to $150,000.00 made by him

hereunder or in connection herewith, whether or not

the same are specifically set forth in this contract,

on or before the suspension of operations in 1935

A.D. [18] and that failure of the same shall con-

stitute a default by the Company or Cordovado, or

both, under this contract.

(17) Time is of the essence of this contract.

4. Cordovado agrees, as President of the Com-

pany and as the owner of all the stock thereof or a

great majority thereof, to make, and hereby does

make himself personally liable and responsible for

the performance of the within contract by the Com-

pany and does hereby guarantee the performance of

this contract by the Company, and agrees, as Presi-

dent, Director and stockholder of the Company and

individually to do all acts and things necessary to

obtain the performance hereof by the Company in

any and every respect. In connection herewith, Cor-

dovado is giving to Bowen E. Schumacher his powers

of attorney, and as a part of the consideration of this

agreement, said powers of attorney are hereby agreed

to be irrevocable.
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5. The option herein contained may be exercised

by Bobbins at any time prior to the date mentioned,

or may be allowed to lapse, in the sole discretion of

Bobbins. In the event of the non-exercise thereof,

nothing herein contained except as herein specifically

provided shall prevent Bobbins from exercising any

legal right or rights he may have of any sort or de-

scription, including his rights as owner of the note

and mortgage or dredge, or both, or as a general

creditor of the Company for moneys spent here-

under prior to the option date.

IN WITNESS WHEBEOF, the said Cordovado

and Bobbins have hereunto affixed their hands and

seals, and the Company has caused the same to be

executed by its Presiednt and its corporate seal to be

affixed by its Secretary the day and year first above

written, and the undersigned holders of all the stock

of the Company and all of the Directors thereof have

signed this Agreement as indicating their assent to

and [19] approval hereof.

[Seal] PEBCY A. BOBBINS,
[Seal] A. V. COBDOVADO,

COBDOVADO GOLD DBEDGING CO.

By A. V. COBDOVADO,
President.

ATTEST:
WM. A. SMITH,

Secretary.

Consented to and approved

:

WM. A. SMITH,
BENJ. MESIBOW. [20]
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EXHIBIT **B"

AU of the following personal property situated at

or near Utica, Alaska on the Inmachuk River in the

Fairhaven Recording Precinct, Second Division,

Territory of Alaska, to-wit

:

About six miles of hydraulic pipe ranging in di-

ameter from 8 to 30 inches; three hydraulic eleva-

tors ; seven hydraulic giants ; fifteen hydraulic gates

;

four hydraulic pumps; one 1-ton *'Ford" truck

(dump type) ; two caterpillars or tractors; two auto-

mobiles; miscellaneous assortment of tools for min-

ing; mining machinery and mining equipment; all

the camp, camp outfits ; kitchen and cooking utilsils

;

assortment of general merchandise ; blacksmith shop

with the tools (welding equipment, anvils, forges,

etc.) [21]

EXHIBIT "C"
AU of the following mining claims and mining

property situate on or adjacent to the Inmachuk

River at or near Utica, Alaska in the Fairhaven

Precinct, Territory of Alaska, Second Division, de-

scribed as follows

:

Placer Mining claims: "No. 12 Below Hanniun

Bench or Old Channel", "No. 13 Below Hannum or

Badger Bench", "No. 14 Below Hannum or Black

Grold Bench", "Utica Association of 160 acres", "No.

7 Below Hannum", "No. 7 Bench Below Hannum",

"No. 8 Below Hannum", "No. 8 Bench Below Han-

num", "No. 51/^ Bench Below Pinnell, left limit",

"No. 9 Bench Below Hannum", "No. 6 Bench Below
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Pinnell, left limit", '*No. 7 Bench Below Pinnell,

left limit", "No. 8 Below Pinnell", '*Homestake",

**Discovery on Pinnell Creek", "Discovery Bench

No. 1 on Pinnell Creek", "Discovery Bench No. 2",

"No. 11/2 Below Discovery on Pinnell", "No. 3

Bench", "No. 1 Below Discovery on Pinnell", "No.

21/2 Below Discovery on Pinnell", "No. 4 Bench",

''No. 4I/2 Bench", "No. 5 Bench below Discovery on

Pinnell", " Nos. 4, 5, 6, 9 and 9 Fraction Below Han-

nmn on the Inmachuk River", Also "Nos 1, 2, 3,

Nash Fraction, also known as No. 5 and 5% Below

Pinnell on the Inmachuk River", "Nos. 4 and 5

Below Pinnell on the Inmachuk River", "Nos 1, 2, 3,

4, and 5 Above Hannum, patented claims, on the In-

machuk River", "No. 4 Bench Below Pinnell on the

Inmachuk River", "Dashley Group" composed of

"Sunflower", "Superior" "Rainbow" and "Little

Rainbow" claims, "Polar Bear Group" composed

of "Polar Bear" "Arctic" "North Star" "Eagle"

and "Good Luck Bench", all on the Inmachuk River

;

the Ditch and Water rights known as the Fairhaven

Ditch which extends from Imruk Lake to the mining

claims above-named, with all laterals, branches, ex-

tensions and siphons appurtenant to said ditch sys-

tem and all the water rights to the water flowing

through said ditch system.

[Endorsed] : Filed September 27, 1934.

ALMER RYDEEN,
Clerk. [22]
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[Title of Court and Cause.]

MOTION FOR ORDER TO SHOW CAUSE AND
RESTRAINING ORDER.

Come now plaintiffs herein and move the Court for

an order to show cause directed to and against said

defendants and each of them, why they should not

be restrained and enjoined pendente lite from mort-

gaging, selling, transferring or encmnbering any of

the personal and real property, including the mort-

gage, mentioned and described in plaintiffs' com-

plaint and for a meantime exparte restraining order

so enjoining and restraining them and each of them,

their attorneys, agents and employes until the further

order of the Court.

This motion is made and based upon the complaint

of plaintiffs filed herein and upon all the records

and files of this cause.

Dated at Nome, Alaska this 26th day of Septem-

ber, 1934.

WILLIAM A. GILMORE,
Attorney for Plaintiffs.

[Endorsed] : Filed September 27, 1934. [23]

[Title of Court and Cause.]

ORDER TO SHOW CAUSE AND
RESTRAINING ORDER.

This matter coming on to be heard before the un-

dersigned, Judge of the above entitled Court, on the

motion of the plaintiffs for an order to show cause
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and a meantime restraining order against the clefend-

ants as prayed for in plaintiffs' complaint herein,

and the Court having considered said motion and the

complaint, and the Court being further fully advised

in the premises,

IT IS HEREBY ORDERED AND DIRECTED
that you, Percy A. Robbins and Keith Roberts, de-

fendants herein, be and each of you are hereby cited

and directed to be and appear before the undersigned

at the Court-room of the above entitled Court at

Nome, Alaska on Friday the 26th day of October,

1934, at the hour of ten o'clock A.M., then and there

to show cause, if any you have or if any there be,

why you and each of you, your attorneys, agents and

employes should not be restrained and enjoined from

mortgaging, assigning, selling, selling or encumber-

ing pendente lite any or all of the personal and real

property, including the mortgage, mentioned and de-

scribed in plaintiffs' complaint, and in the mean-
time you and each of you, your attorneys, agents and

employes, be and you are hereby restrained and en-

joined until the further order of this Court from
mortgaging, selling, encumbering or transferring any
of said personal or real property, including the mort-

gage, mentioned and described in plaintiffs' com-

plaint.

This order shall be in effect immediately upon
plaintiffs' giving and filing herein with the Clerk of

this Court a bond to said defendants to be approved
by this Court in the penal sum of $2500.00.
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Done in Open Court this 27tli day of September,

1934.

J. H. S. MORISON
Judge.

[Endorsed] : Filed September 27, 1934 [24]

[Title of Court and Cause.]

STIPULATION

IT IS HEREBY STIPULATED by and between

the plaintiffs and the defendants, through their un-

dersigned attorneys, as follows

:

1. That the defendants shall enter a general ap-

pearance in this action immediately.

2. That the defendants shall have until February

1, 1935 to serve their answer to Plaintiffs' complaint

in this action and that service thereof may be made

upon the attorney for plaintiffs at his Seattle office

and that defendants will not serve or file any de-

murrer, motions or diliatory plea to said complaint.

It is further stipulated that the plainitffs shall there-

after have until April 1, 1935 to serve a reply to

said answer, the answer and reply after service may
be mailed to Clerk of above Court at Nome for

filing.

3. It is further stipulated that depositions may be

taken by either party in Chicago and Seattle on oral

interrogatories at any time after said answer is

served upon either party giving the other at least

ten days notice in writing of the time and place of

taking the depositions, said notice may be served on
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the attorneys at their Seattle offices. Said depositions

are to be written up and mailed to the Clerk of the

above entitled Court and any and all objections may
be noted at the time of taking. It is further stipu-

lated that either side may be represented at the tak-

ing of said depositions by such other attorneys as the

parties may designate.

4. It is further stipulated between the parties

hereto that the trial of the above entitled action shall

be continued until after the opening of navigation

in June, 1935, to be set thereafter at the convenience

of the Court and Counsel herein.

Dated at Nome, Alaska this 5th day of October,

1934.

WILLIAM A. aiLMORE,
Attorney for plaintiffs.

LYONS & ORTON,
IRA D. ORTON,

Attorney for defendants.

The defendants hereby enter their appearance in

the above entitled action.

Dated October 5, 1934.

LYONS & ORTON,
IRA D. ORTON,

Attorney for defendants.

Service admitted, Oct. 5, 1934.

WILLIAM A. GILMORE,
Attorney for plaintiffs.

[Endorsed] : Filed Oct. 5, 1934 [35]
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[Title of Court and Cause.]

MOTION

Come now plaintiffs and move the Court for an

order permitting and allowing them to do and per-

form the necessary representing or assessment work

required by law upon the mining property described

in the complaint to prevent a forfeiture thereof. This

motion is made and based upon all the records and

files herein and upon the affic/ani of plaintiff A. V.

Cordovado served and filed herewith.

Dated at Nome, this 13th day of October, 1934.

WILLIAM A. GILMORE,
Attorney for Plaintiffs.

[Endorsed] : FHed Oct. 13, 1934. [38]

[Title of Court and Cause.]

AFFIDAVIT OF lEA D. OETON

United States of America,

Territory of Alaska,

Cape Nome Precinct.—ss.

IRA D. ORTON being duly sworn says

:

I am the attorney for the defendants in this action,

the defendants are both non-residents of and absent

from the Territory of Alaska. The defendant Percy

A. Robbins is and has been for many years a resident

of Chicago, Illinois and to the best of affiants' belief

has never been in the Second Division of Alaska.

The defendant Percy A. Robbins is the real party

defendant in interest, as the said Keith Roberts, con-
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cerning the property described in plaintiffs' com-

plaint, acted only as agent of defendant Robbins

and has assigned, transferred, and conveyed all his

legal title to the real and personal property described

in plaintiffs' complain to defendant Robbins.

Affiant further says that the defendant Percy A.

Robbins has informed affiant as his attorney that he

had expended upon, for and in connection with, the

property described in plaintiffs' complaint since the

23 day of May, 1933, up to, on, or about January 1,

1934, the sum of $88,267.11, and has received back in

gold dust $35,547.77, rental of equipment $2455.00,

and from sale of horses the sima of $350.00, or a total

of $38,352.77, and no more. Affiant further says that

he does not have personal knowledge of all said ex-

penditures, but does have personal knowledge of the

following items : [39]

Purchase of Dredge $10,000.00

Purchase of First Mortgage 5,650.00

Purchase of Liens and Judgments 33,500.00

United States Marshal's Costs 897.21

Paid for Labor and Supplies,

Operating Property, season of 1933 13,724.60

Total $63,771.81

In addition to the above, affiant knows that said de-

fendant Robbins expended a large sum, approxi-

mately $5505.00 in dismantling and moving the

dredge, originally intended for the operation of the

property described in plaintiffs' complaint, but the

exact amount affiant can not state. Affiant also knows

of his own knowledge that defendant Robbins had,
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prior to January 1, 1934, spent large additional sums

on said property in caring for the same and other

necessary expenses, but can not state from his own

knowledge the amount of said expenditures. Affiant

also knows that since January 1, 1934, defendant

Bobbins has spent several thousand dollars on said

property, but can not state the exact amount thereof

or the details thereof.

Affiant further says upon information and belief

that the plaintiffs have never at any time tendered or

offered to pay anything whatever to defendant Rob-

bins on account of said expenditures.

Affiant further says that he, as attorney for de-

fendant Robbins, verily believes and has so advised

said defendant Robbins, that the defendant Robbins

has a good defense to this action on the merits and

also that said Robbins has good causes of counter-

claim and cross-complaint against plaintiffs for large

sums of money, much exceeding in affiant's opinion

all the money which defendant Robbins has invested

in said property and are now unpaid to him.

Affiant has been the attorney for defendants in

connection with the property described in the com-

plaint and the contract set for therein since prior to

June, 1933, and has more personal knowledge of the

Court [40] proceedings at Nome and the transactions

and payments of money in Alaska in connection

therewith than defendant Robbins himself. Affiant

was in Nome during July, August, and September,

1933, and in 1934 since about July 10th, until this

date.

IRA D. ORTON
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Subscribed and sworn to before me this 15th day of

October, 1934.

[Seal] NORVIN W. LEWIS
Deputy Clerk District Court Territory of Alaska

Second Division

[Endorsed] : Filed Oct. 15, 1934 [41]

[Title of Court and Cause.]

AFFIDAVIT OF A. V. CORDOVADO

United States of America,

Territory of Alaska.—ss.

A. V. Cordovado, being first duly sworn, deposes

and says:

I am one of the plaintiffs in this cause. I have

read the affidavit of Ira D. Orton, attorney for de-

fendants, filed herein. I am very familiar with all

the details of the facts referred to by him. The

mining property described in the complaint is all un-

patented and requires assessment or development

work to the extent of $100 for each claim under the

mining laws before July 1, 1935. There are about

40 placer claims involved in this suit. Affiant has

made arrangements to have said work done without

any liens against said property so as to protect it

till the trial of this suit. Cordovado Gold dredging

Co. owns said property and if the said work is not

done before July 1, 1935, all said mining property

will be lost to said plaintiff by forfeiture.

Answering the said affidavit of Ira D. Orton, affiant

denies that said Robbins advanced and expended the
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sum of $13,724.60 for operations in 1933 and alleges

said property was worked under order of Court and

said sum was paid out of proceeds of gold dust

recovered.

That in said total sum mentioned said Bobbins is

charging over $6000.00 for discount on Canadian

money wired to Nome from Toronto instead of from

Chicago as agreed. He is also charging the marshal's

expenses when he agreed to purchase and hold the

liens. He is also charging the cost of the dredge and

the cost of moving same when he never placed same

on the property but left it lying on bank of Snake

River at Nome where his agents have [42] since re-

moved many valuable parts and made it of little

value. Under the terms of the agreement the dredge

remained the property of Bobbins. He is also charg-

ing about $2000.00 attorneys' fees and numerous

other charges and items for which plaintiffs are not

liable under the terms of the contract.

If Robbins expended any money on said property

after September, 1934, after he had been notified he

had breached the agreement, he did so solely for his

own information and at all times since refused to

divulge to plaintiffs his actions. By not taking an as-

signment of the miners' liens before judgment as

agreeed in said agreement, the said Bobbins allowed

and permitted an excessive attorneys' fee in the fore-

closure suit of $5000.00 which could have been avoid-

ed as an expense by prompt settlement. Under the

terms of the agreement plaintiffs are not financially

liable to him for such expenditures. From the items
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of account set forth in Mr. Orton's affidavit by the

terms of the agreement, plainti:ffs are indebted to de-

fendant Robbins in less than $25,000.00 which in-

cludes said excessive attorneys' fee in said lien case.

On many occasions plaintiffs have offered defendants

personally the sum of $55,000.00, including the

dredge, if they would escrow their proper release but

said defendants claimed to be the owners of said

property and repeatedly demanded huge and exces-

sive sums as high as $100,000.00 and royalties from

the mining with other excessive conditions. Said

Robbins repeatedly stated in presence of witnesses

he would not accept his money back with interest as

agreed. Ever since about August 28, 1933, defend-

ants have ignored plaintiffs and refused to carry out

any of the terms of said contract sued upon. Since

the commencement of this suit affiant has learned

that defendant Roberts has assigned his interest to

defendant Robbins, although in March of this year in

Chicago they were claiming Roberts was the owner of

all the property.

The Cordovado Gold Dredging Co. is ready and

willing to pay said Robbins any smn found due him

in an accounting at the trial of this case. It is nec-

essary that said defendants be restrained and en-

joined pendente lite from encumbering the property

so that the decree of the Court herein can be

enforced. [43]

Affiant denies that said defendant Robbins has any

meritorious defense, counter-claim, or cross-com-

plaint against plaintiffs except for an accounting of

the sums expended with interest less the gold dust
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recovered and received, all of which plaintiff Cordo-

vado Gold Dredging Co. is ready and willing to

promptly pay.

A. V. CORDOVADO
Subscribed and sworn to before me this 13th day

of October, 1934.

[Seal] ALMER RYDEEN
Notary Public in and for the Territory of Alaska

residing in Nome.

(My commission expires Aug. 25, 1935)

[Endorsed] : Filed Oct. 13, 1934 [44]

[Title of Court and Cause.]

ORDER

This matter having come on to be heard on the

15th day of October, 1934 before the undersigned,

Judge of the above entitled Court, upon the return

of the order to show cause heretofore issued herein

advanced by oral agreement of counsel, the plain-

tiffs being represented by William A. Gilmore Esq.,

their attorney, and the defendants being repre-

sented by Ira D. Orton Esq., their attorney, and

the court having heard read and considered the

complaint and affidavits filed and all the records

and files herein, and after oral argument by coun-

sel, and the Court being fully advised in the prem-

ises, took the matter under advisement, and on the

16th day of October, 1934, all the parties being rep-

resented in Open Court by their counsel, the Court

announced its decision.
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NOW IT IS ORDERED, ADJUDGED, AND
DIRECTED that the temporary restraining and

injunction order heretofore entered herein on the

27th day of September, 1934, be and the same is

hereby continued in full force and effect pendente

lite. This order shall be in effect upon plaintiffs'

filing herein with the Clerk of this Court a bond

to said defendants to be approved by this Court in

the penal sum of $2500.00.

Done in Open Court this 17th day of October,

A. D. 1934.

J. H. S. MORISON,
Judge.

[Endorsed] : Filed Oct. 17, 1934. [45]

In the District Court for the Territory of Alaska,

Second Division.

No. 3227.

CRDOVADO GOLD DREDGING CO., A CORPO-
RATION AND A. V. CORDOVADO,

Plaintiffs,

vs.

PERCY A. ROBBINS AND KEITH ROBERTS,
Defendants.

ORDER.

This matter having come on to be heard on the

15th day of October, 1934, before the undersigned,

Judge of the above entitled Court, on Motion of

plaintiffs for an order of Court permitting them
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to do or have done the assessment work required

by law for the present year upon the mining claims

described in plaintiffs' complaint herein, the plain-

tiffs being represented by William A. Gilmore, Esq.,

their attorney, and the defendants being repre

sented by Ira D. Orton, Esq., their attorney, and

the Court having heard read and considered the

complaint and affidavits and all the records and files

herein, and the oral arguments of counsel, and the

Court being fully advised took said motion under

advisement and on the 16th day of October, 1934,

all the parties being represented in Open Court by

their counsel, the Court announced its decision.

XOW IT IS ORDEEED, ADJUDGED AND
DIRECTED that the motion of plaintiffs be and

the same is hereby granted and plaintiffs and their

employees be and they are hereby permitted to go

upon said mining property mentioned in their com-

plaint at any time before July 1st, 1935, for suf-

ficient time to do the necessary representing or as-

sessment work required by law and in so doing to

occupy one of the cabins and use any and aU neces-

sary mining tools including the tractor and drills,

and when said work is finished said tools shall be

left on said property.

IT IS FURTHER ORDERED AND DIRECT-
ED that in so doing said work plaintiff A. V. Cor-

dovado shall not make any charge against said prop-

erty for his personal services but that the cost of

all other assessment work by employees [46] shall

be a charge or lien against said property.
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IT IS FURTHER ORDERED AND DIRECT-

ED that the plaintiffs and their employees in doing

said assessment work shall not mine, extract or take

from said claims any gold or other minerals but

shall confine their work to doing only the neces-

sary assessment work required.

IT IS FURTHER ORDERED AND DIRECT-

ED that this order shall not be construed as inter-

fering with any possession or right or claim of pos-

session of the defendants pendente lite.

Done in Open Court this 17th day of October,

A. D. 1934.

J. H. S. MORISON
Judge.

[Endorsed] : Filed Oct. 17, 1934. [47]

CERTIFICATE OF CLERK U. S. DISTRICT

COURT TO TRANSCRIPT OF RECORD.

United States of America,

Territory of Alaska, Second Division.—ss.

I, Aimer Rydeen, Clerk of the District Court of

the Territory of Alaska, Second Division, do here-

by certify that the foregoing typewritten pages,

from 1 to 47, both inclusive, are a true and exact

transcript of the complaint, motion for order to

show cause and restraining order, order to show

cause and restraining order, summons, motion for

order to publish summons, affidavit for publication

of siunmons, order directing publication of sum-

mons, injunction bond, summons, stipulation, lis
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pendens or notice of pending of action involving

real property, motion, affidavit of Ira D. Orton,

affidavit of A, V. Cordovado, order, order, injunc-

tion bond, in the case of Cordovado Gold Dredging

Co., a Corporation and A. V. Cordovado, Plaintiffs,

vs. Percy A. Bobbins and Keith Roberts, Defend-

ants, No. 3227, this court, and of the whole thereof,

as appears from the records and files in my office

at Nome, Alaska; and I further certify that said

papers constitute all the pleadings, records, pro-

ceedings and papers on file and of record in said

action up to and including the 17th day of October,

1934.

IN WITNESS WHEREOF, I have hereunto set

my hand and affixed the seal of said court this 25th

day of October, 1934.

[Seal] ALMER RYDEEN
Clerk

By Norvin W. Lewis

Deputy Clerk [50]

The Clerk of the Court having engrossed and

certified the papers contained in the foregoing bill

of exceptions and the same now being found full,

true, and correct and to contain all the pleadings,

orders, papers, and proceedings on file and of record

in the said action therein entitled to and including

October 17th, 1934, said bill of exceptions is hereby

finally certified and settled as defendants bill of

exceptions to the order therein described.

Done at Nome, Alaska, this 25th day of October,

1934, being a regular day in the same term at which
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the order and judgment excepted to was made and

entered.

J. H. S. MORISON
Judge of the District Court, Territory of Alaska,

Second Division.

The foregoing bill of Exception refiled after being

fmaUy settled October 25, 1934

ALMER RYDEEN
Clerk

By Norwin W. Lewis

Deputy Clerk [51]

[Title of Court and Cause.]

PETITION FOR APPEAL TO UNITED
STATES CIRCUIT COURT OF APPEALS.

The above named defendants conceiving them-

selves aggi^ieved by the order and judgment of the

above entitled Court, made and entered in the

above entitled cause on the 17th day of October,

granting plaintiifs' permission to do assessment

work on the placer claims described in plaintiffs'

complaint and granting plaintiffs other rights and

relief, do hereby appeal from said order and judg-

ment and the whole and every part thereof to the

United States Circuit Court of Appeals for the

Ninth Circuit for the reasons specified in the as-

signment of errors which is filed herewith, and they

pray that this appeal may be allowed and that a

transcript of the record proceedings and papers

upon which said order and judgment was made duly
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authenticated may be sent to United States Circuit

Court of Appeals for the Ninth Circuit.

And said defendants further pray that an order

be made fixing the amount of security to be given

upon said appeal to operate as a supersedeas as to

that part of said order and judgment reading as

follows: '*and in so doing, to occupy one of the

cabins and use any and all necessary mining tools

including the tractor and drills."

LYONS & ORTON
IRA D. ORTON

Attorneys for defendants above named.

Service and receipt of a copy of the foregoing

petition is hereby admitted this 20th day of Octo-

ber, 1934.

WILLIAM A. GILMORE
Attorney for Plaintiffs.

[Endorsed] : Filed Oct. 20, 1934. [52]

[Title of Court and Cause.]

ASSIGNMENT OF ERRORS ON APPEAL.

And now on this 20th day of October, 1934, comes

the defendants Percy A. Robbins and Keith Rob-

erts by their attorneys and assign errors made and

committed by the Court in making and entering its

order and judgment in this cause on October 17th,

1934, granting plaintiff the rights and permission

to do assessment work on the placer claims de-

scribed in plaintiffs' complaint and granting plain-

tiffs other rights and relief, upon which errors the
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said defendants will and do rely upon their appeal

from said order and judgment.

1. The Court erred in making and entering said

order and judgment for the reason that said order

although made pendente lite and interlocutory in

form is in substance and effect a final order, judg-

ment, and decision and was made and entered be-

fore the issues were made up and without trial.

2. The Court erred in making and entering said

order and judgment pendente lite and before the

issues were made up and without a trial.

3. The Court erred in making and entering that

part of said order and judgment permitting plain-

tiffs to enter upon and perform work and labor on

the placer mining claims described in plaintiffs'

complaint and thereby disturbing defendants pos-

session of the same.

4. The Court erred in making and entering that

part of said order reading as follows: "and in so

doing, to occupy one of the cabins and use any and

all necessary mining tools including the tractor and

drills." as thereby the defendants are deprived of

the use and possession of real and personal prop-

erty held, claimed, and possessed by them without

trial, and also without compensation or any indem-

nity for its return. [53]

5. The Court erred in making and entering that

part of said order and judgment specified in the

last foregoing assignment in this that thereby the

defendants are wrongfully and errontously deprived

of the possession and use, pendente lite, of property
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held, claimed, and possessed by them without trial

and without due process of law.

6. The Court erred in making and entering that

part of said order and judgment reading "and in

so doing to occupy one of the cabins and use any

and all necessary mining tools including tractor

and drills" in that said portion of said order and

judgment is in substance and effect a mandatory

injunction erroneously made and ordered directing

and commanding the defendants to surrender pos-

session of real and personal property, the subject

of this action, and claimed and possessed by de-

fendants, to plaintiffs pending the action and before

trial thereof.

7. The Court erred in making and entering that

part of said order and judgment specified in the

foregoing assignment of error No. 6 in that said

part of said order and judgment is in substance

and effect a mandatory injunction compelling de-

fendants to surrender possession to plaintiffs pen-

dente lite of property, the subject of this action,

and possessed and claimed by defendants, and said

part of said order and judgment is without the

power and jurisdiction of the Court to make and

was also made without requiring from plaintiffs

any bond or security to protect the defendants.

8. The Court erred in making and entering that

part of said order reading "IT IS FURTHER
ORDERED AND DIRECTED that in so doing

said work plaintiff A. V. Cordovado shall not make

any charge against said property for his personal
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services but that the cost of all other assessment

work by employees shall be a charge or lien against

said property" in this that thereby the property

the subject of this action, which is claimed, pos-

sessed, and held by defendants is finally impressed

with a lien (which may exceed $3000.00) without

any trial or hearing and without due process of law.

9. There is error in said judgment and order

in this that thereby the defendants are deprived

of their property without due process of law. [54]

Wherefore defendants pray that said order and

judgment be reversed and annulled and that the

defendants be restored to all things they have lost

thereby.

LYONS & ORTON
IRA D. ORTON

Attorneys for defendants.

Received copy hereof this 20th day of Oct. 1934.

WILLIAM A. GILMORE
[Endorsed] : Filed Oct. 20, 1934. [55]

[Title of Court and Cause.]

ORDER ALLOWING APPEAL AND FIXING
AMOUNT OF BOND.

This day came the defendants Percy A. Robbins

and Keith Roberts by their attorneys and presented

and filed their petition for appeal, and their as-

signment of errors, and upon consideration thereof

it is now ordered that said appeal be and the same

is herebv allowed to the United States Circuit Court
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of Appeals for the Ninth Circuit upon the said

defendants executing a bond for costs according to

law, to which is hereby fixed at $250.00.

Dated at Nome, Alaska this 20th day of October,

1934.

J. H. S. MORISON
Judge of the District Court for the Territory of

Alaska, Second Division.

[Endorsed] : Filed Oct. 20, 1934. [56]

[Title of Court and Cause.]

BOND ON APPEAL.
KNOW ALL MEN BY THESE PRESENTS:

That we, Percy A. Bobbins and Keith Roberts as

principals, and G. B. Jackson and J. S. Stangroon

as sureties, are held and firmly bound unto Cordo-

vado Gold Dredging Co., a corporation, and A. V.

Cordovado in the smn of two hundred and fifty

dollars ($250.00), to which payment well and truly

to be made, we bind ourselves and our executors,

administrators, and assigns jointly and severally by

these presents.

SEALED with our seals and dated this 25 day

of October, 1934.

WHEBEAS lately at the District Court for the

Territory of Alaska, Second Division, in a suit

depending in said Court between Cordovado Gold

Dredging Co. and A. V. Cordovado as plaintiffs

and Percy A. Bobbins and Keith Boberts as defend-

ants, an order and judgment was made granting
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plaintiffs' motion for an order permitting the plain-

tiffs to do assessment work on the placer claims

described in plaintiffs' complaint and granting

plaintiffs other relief, and the said defendants hav-

ing prosecuted an appeal to the United States Cir-

cuit Court of Appeals for the Ninth Circuit, to

reverse said order and judgment in said suit, and

a citation directed to the said Cordovado Gold

Dredging Co. and A. V. Cordovado, citing and

admonishing them to be and appear at the United

States Circuit Court of Appeals for the Ninth Cir-

cuit to be held at San Francisco on the day named in

the citation.

Now the Condition of the above named obligation

is such that if the said Percy A. Robbins and Keith

Roberts shall prosecute said appeal to effect and

answer all costs if they fail to make their plea good,

then the [57] above obligation to be void; else to

remain in full force and virtue.

PERCY A. ROBBINS and

KEITH ROBERTS
By Ira D. Orton, their Attorney

Principals.

G. R. JACKSON
J. S. STANGROOM

Sureties.

LEROY M. SULLIVAN
Witnesses.
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United States of America,

Territory 6f Alaska, Second Division.—ss.

G. R. Jackson and J. S. Stangroon being first

duly sworn, each for himself, says ; I am one of the

sureties who executed the foregoing bond on appeal.

I am worth the sum of five hundred dollars

($500.00) over and above all my debts and liabilities

and exclusive of property exempt from execution.

G. R. JACKSON
J. S. STANGROOM

Subscribed and sworn to before me this 25 day

of October, 1934.

LEROY M. SULLIVAN
Notary Public in and for the Territory of Alaska,

residing at Nome, Alaska.

My Commission expires Dec. 16, 1937.

The foregoing bond for costs on appeal is hereby

approved. The application of defendants for a

supersedeas is denied.

Done in Open Court at Nome, Alaska on this

26th day of October, 1934, being a regular day in

the same term at which the order and judgment

appealed from was made and entered.

J. H. S. MORISON
Judge of the District Court for the Territory of

Alaska, Second Division. [58]

[Endorsed] : Filed Oct. 26, 1934. [59]
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[Title of Court and Cause.]

ORDER EXTENDING TIME TO FILE TRAN-
SCRIPT ON APPEAL.

On application of the defendants it is hereby

ordered by the undersigned Judge who signed the

citation on appeal herein that the time for the de-

fendants and appellants in the above entitled action

to file in the clerk's office of the United States Cir-

cuit Court of Appeals for the Ninth Circuit, the

Transcript on Appeal, herein be and the same is

hereby enlarged thirty (30) days after the return

day of said citation.

Dated at Nome, Alaska this 26th day of October,

1934.

J. H. S. MORISON
Judge of the District Court, Territory of Alaska,

Second Division.

[Endorsed] : Filed Oct. 26, 1934. [60]

CERTIFICATE OF CLERK, U. S. DISTRICT
COURT TO TRANSCRIPT ON APPEAL.

United States of America,

Territory of Alaska,

Second Division.—ss.

I, ALMER RYDEEN, Clerk of the District Court
of the Territory of Alaska, Second Division, do
hereby certify that the foregoing typewi-i^en pages,

from 1 to 60, both inclusive, are a true and exact



52 Cordovado Gold Dredging Co. et al.

transcript of the Bill of Exceptions, (containing the

following papers, Complaint, Motion for Order to

show Cause and Restraining Order, Order to Show

Cause and Restraining Order, Summons, Motion for

Order to Publish Summons, Affidavit for Publica-

tion of Summons, Order Directing Publication of

Summons, Injunction Bond, Summons, Stipulation,

Lis Pendens or Notice of Pending of Action involv-

ing Real Property, Motion, Affidavit of Ira D.

Orton, Affidavit of A. V. Cordovado, Order, Order,

Injunction Bond, Clerk's Certificate, Judge's Certifi-

cate,) Petition for Appeal to United States Circuit

Court of Appeals, Assignment of Error on Appeal,

Order Allowing Appeal and Fixing Amount of Bond,

Bond on Appeal, and Order Extending Time to File

Transcript on Appeal, in the Case of Cordovado Gold

Dredging Company, a Corporation and A. V. Cordo-

vado, Plaintiffs, vs. Percy A. Robbins and Keith

Roberts, Defendants, No. 3227 this Court, and of the

whole thereof, as appears from the Records and Files

in my Office at Nome, Alaska.

Cost of Transcript, $25.55 paid by Ira D. Orton,

attorney for defendants.

IN WITNESS WHEREOF, I have hereunto set

my hand and affixed the seal of said Court this 29th

day of October, 1934.

[Seal] ALMER RYDEEN
Clerk

By NORVIN W. LEWIS
Deputy.
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[Title of Court and Cause.]

CITATION ON APPEAL

The President of the United States of America to

the above named plaintiffs, Cordovado Gold Dredg-

ing Co., a Corporation, and A. V. Cordovado, and

their attorney,

GREETING:

You are hereby cited and admonished to be and

appear in the United States Circuit Court of Ap-

peals for the Ninth Circuit to be held in the City

of San Francisco in the State of California, within

forty (40) days from the date of this writ, pursu-

ant to an appeal filed in the Clerk's Office of the Dis-

trict Court of the Territory of Alaska, Second Divi-

sion, wherein Cordovado Gold Dredging Company
and A. V. Cordovado are plaintiffs and appellees and

Percy A. Robbins and Keith Roberts are defendants

and appellants, to show cause, if any there be, why
the order and judgment in said appeal should not

be corrected and speedy justice should not be done

in that behalf.

WITNESS THE HONORABLE J. H. S. MORI-
SON, Judge of the District Court of the Territory of

Alaska, Second Division, this 26 day of October, A.

D. 1934.

J. H. S. MORISON
Judge of the District Court for the Territory of

Alaska, Second Division.
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Personal service of this citation admitted at Seattle

Wn this day of November 1934

WILLIAM A. GILMORE
Attorney for Plaintiffs

[Endorsed] : Filed Dec 3, 1934

PAUL P. O'BRIEN,
Clerk.

i

In the United States Circuit Court of Appeals for ||

the Ninth Circuit.

No. 7677

PERCY A. ROBBINS and KEITH ROBERTS,
Ajopellants,

vs.

CORDOVADO GOLD DREDGING CO., a corpo-

ration, and A. V. CORDOVADO,
Appellees.

STIPULATION IN RE PRINTING OF RECORD
ON APPEAL.

IT IS HEREBY STIPULATED that in printing

the record herein the following may be omitted:

Title of court and cause of all papers, except at the

commencement of the printed record; also the fol-

lowing papers may be omitted in full

:

1. Marshal's return to Order to Show Cause and

Restraining Order.

2. Summons and Marshal's return thereto.

3. Motion for Order to Publish Summons.

4. Affidavit for publication of Summons.
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5. Order directing publication of Summons.
6. Injunction bond (dated September 27, 1934).

7. Summons (for publication).

8. Lis Pendens.

9. Injunction bond (dated October 17, 1934).

All the above papers are contained in the Bill of

Exceptions.

This Stipulation shall be printed in the record.

Dated November 23rd, 1934.

WILLIAM A. GILMORE
Attorney for Plaintiffs—Appellees

IRA D. ORTON
LYONS & ORTON

Attorneys for Defendants—Appellants

[Endorsed] : Filed Dec 3 1934

PAUL P. O'BRIEN,
Clerk.

[Endorsed]: No. 7677. United States Circuit

Court of Appeals for the Ninth Circuit. Percy A.

Robbins and Keith Roberts, Appellant, vs. Cordo-

vado Gold Dredging Company, a Corporation, and
A. V. Cordovado, Appellees. Transcript of Rec-

ord. Upon Appeal from the District Court of the

United States for the Territory of Alaska, Second
Division.

Filed November 19, 1934.

PAUL P. O'BRIEN,
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.
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APPEARANCES:
For Petitioner:

ROBERT KNIGHT, C. P. A.,

THOS. N. FOWLER, Esq.,

ORVILLE SMITH, Esq.

For Respondent:

WILLIS R. LANSFORD, Esq.,

E. WOOLF, Esq.

Docket No. 64272

OLYMPIA HARBOR LUMBER COMPANY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES-
1932

Apr. 9—Petition received and filed. Taxpayer
notified. (Fee not paid).

Apr. 20—Copy of petition served on General
Counsel.

Apr. 20—Filing fee paid.
June 10—Answer filed by General Counsel.
July 22—Copy of answer served on taxpayer, Cir-

cuit Calendar.
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1933

Aug. 4—Hearing set in Seattle, Wash., beginning

Sept. 11, 1933.

Sept. 15—Hearing had before Mr. Arundell—sub-

mitted. Briefs due Nov. 15, 1933—with-

out exchange.

Oct. 11—Transcript of hearing of Sept. 15, 1933

filed.

Nov. 14—Brief filed by taxpayers.

Nov. 15—Motion for extension to Nov. 25, 1933 to

file brief filed by General Counsel.

11/15/33 granted.

Nov. 25—Brief filed by General Counsel.

1934

Mar. 20—Findings of fact and opinion rendered

—

C. Rogers Arundell, Division 7. Decision

will be entered under Rule 50.

Mar. 29—Motion for decision under Rule 50 filed

by General Counsel.

Mar. 31—Hearing set April 25, 1934 on motion.

Apr. 17—Notice of appearance of Orville Smith as

counsel filed.

Apr. 19—Motion for a rehearing filed by taxpayer.

4/20/34 denied.

Apr. 25—Hearing had before Mr. Morris, Division

14, on settlement under Rule 50—not

contested—referred to Mr. Arundell for

decision.

Apr. 28—Decision entered—C. R. Arundell, Di\4-

sion 7.

July 3—Petition for review by U. S. Circuit

Court of Appeals, 9th Circuit, with as-

signments of error filed by taxpayer.
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1934

July 3—Proof of service filed by taxpayer.

July 24—Statement of evidence lodged.

July 24—Notice of lodgment of statement and of

hearing Aug. 6, 1934 to approve state-

ment filed.

July 25—Notice of change of hearing to Aug. 8,

1934.

Aug. 2—Motion to extend date of hearing to Sept.

12, 1934 filed by General Counsel.

Aug. 2—Order that proceeding be stricken from

the day calendar of 8/8/34 and be placed

on the calendar of 9/12/34 for hearing

on approval of the statement of evidence

and order enlarging time to 10/1/34 for

preparation and transmission of record

entered. [1*]

Aug. 6—Praecipe filed by taxpayer.

Aug. 27—Praecipe filed.

Sept. 6—Statement of evidence lodged—proof of

service thereon.

Sept. 6—Notice of lodgment of statement and of

hearing Sept. 12, 1934 to approve state-

ment filed.

Sept. 7—Objections to statement of evidence filed

by General Counsel.

Sept. 12-^Order of continuance to Sept. 26, 1934

for hearing on approval of statement of

evidence entered.

Sept. 19—Notice of objections to statement of evi-

dence filed.

*Page numbering appearing at the foot of page of original certified
Transcript of Eecord.
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1934

Sept. 26—Motion for extension to Oct. 26, 1934 to

complete statement and to Nov. 15, 1934

to transmit record filed by General Coun-

sel.

Sept. 26—Hearing had before Miss Matthews on

approval of statement of evidence—on

motion for respondent to continue 30

days granted.

Sept. 26—Order of continuance to Oct. 24, 1934

for hearing on approval of statement of

evidence entered.

Sept. 26—Order enlarging time to Nov. 15, 1934

for preparation of evidence and delivery

of record entered.

Sept. 28—Motion to approve attached pages of

statement of evidence filed by General

Counsel. 10/1/34 granted.

Oct. 9—Agreed statement of evidence approved

and ordered filed.

Oct. 12—Amended praecipe with proof of service

thereon filed. [2]
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United States Board of Tax Appeals

Docket No. 64272

OLYMPIA HARBOR LUMBER COMPANY
Olympia, Washing-ton

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION.

The above named taxpayer hereby appeals from

the determination of the Commissioner of Internal

Revenue set forth in his deficiency letter mider

symbols IT:AR:E-7, ELS-60D, dated February 10,

1932, and as the basis of its appeal sets forth the

following

:

1. The taxpayer is a Washington corporation

with its principal office at Olympia, Washington

and was organized January 4th, 1924.

2. The deficiency letter (a copy of which is at-

tached as Exhibit "A") was mailed to the taxpayer

on February 10, 1932.

3. The taxes in controversy are income taxes for

the calendar year 1929, and are less than $10,000.00

;

to wit, $4,334.65.

4. The determination of tax contained in the

said deficiency letter is based upon the following

errors

:

(a) The Commissioner has disallowed a loss

claimed by the petitioner resulting from

the cancellation of a contract.
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(b) The Commissioner lias refused the tax-

payer the right to deduct the amount lost on

a bad debt.

5. The facts upon which the petitioner relies as

the basis of its assignment of errors, are as fol-

lows : [3]

(a) During the year 1929 the petitioner effected

the cancellation of a contract (a photostat

copy of which is attached hereto as Exhibit

"B") existing up to that time between it

and another corporation with which it was

engaged in business.

(b) In order to effect the cancellation of the

contract referred to in paragTaph (a) above,

the petitioner paid the other party to the

contract approximately $5,403.92 which is

the amount claimed as a loss on cancella-

tion of said contract on the petitioner's in-

come tax return for the year 1929.

(c) A^ a part of the cancellation proceedings re-

ferred to in i^aragrajDlis (a) and (b) above,

the petitioner paid to the other party to the

contract referred to, $2,500.00 for the pur-

chase of equipment with a fair market value

at that time of the same amount.

(d) The petitioner determined in the year 1929

that approximately 40% of the account of

the Tumwater Lumber Mills Company was

uncollectible.

(e) The petitioner in closing its books for the

year 1929, charged off approximately 40%
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of the account of the Tumwater Lumber
Mills Company,

(f) The petitioner kept its books on the accrual

basis during 1929 and all prior years, and
so reported its income on its tax returns.

Wherefore, the petitioner prays that this Board
may hear the proceedings and redetermine the de-

ficiency alleged.

ROBERT KNIGHT,
Counsel for the Petitioner.

Address of Counsel

:

305 Tacoma Building,

Tacoma, Washing-ton.

State of Washington,

County of Thurston.—ss.

Arthur N. Anderson being duly sworn, says that
he is the secretary and general manager of the Olym-
pia Harbor Lumber Company, the petitioner above
named

;
that he is duly authorized [4] to verify the

foregoing petition; that he has read the foregoing
petition and is familiar with the statements con-
tained therein; and that the facts stated are true,

except as to those facts stated to l)e upon informa-
tion and belief, and those facts he believes to be true.

[Seal] ARTHUR N. ANDERSON
Subscribed and sworn to before me this 5th day

of April, 1932.

[Notarial Seal] ROBIN ADAIR
Notary Public in and for the State of Washington

residing at Olympia. [5]
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EXHIBIT ''A"

TREASURY DEPARTMENT
Washington

Office of

Commissioner of Internal Revenue

Feb. 10, 1932

Olympia Harbor Lmiiber Company,

OljTupia, Washington

Sirs:

You are advised that the determination of your

tax liability for the year (x) 1929 discloses a de-

ficiency of $4,334.65, as shown in the statement

attached.

In accordance with section 272 of the Revenue Act

of 1928, notice is hereb}^ given of the deficiency men-

tioned. Within sixty days (not counting Sunday as

the sixtieth day) from the date of the mailing of

this letter, you may petition the United States

Board of Tax Appeals for a redetermination of

your tax liability.

HOWEVER, IF YOU DO NOT DESIRE TO
PETITION, you are requested to execute the en-

closed agreement form and forward it to the Com-

missioner of Internal Revenue, Washington, D. C,

for the attention of IT:C:P-7. The signing of this

agreement will expedite the closing of your return

(x) b}^ permitting an early assessment of any de-

ficiency and preventing the accumulation of interest

charges, since the interest period terminates thirty

days after filing the enclosed agreement, or on the

date assessment is made, whichever is earlier;
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WHEREAS IF NO AGREEMENT IS FILED,
interest will accumulate to the date of assessment

of tlie deficiency.

Respectfully,

DAVID BURNET,
Commissioner.

(Signed) By J. C. WILMER
Deputy Commissioner.

Enclosures

:

Statement

Form 882

Form 870 [6]

STATEMENT
IT:AR:E-7

ELS-60D

In re
: Olympia Harbor Lumber Company,
01}Tnpia, Washington

Tax Liability

Year Tax Liability Tax Assessed Deficiency

1929 $10,912.68 $6,578.03 $4,334.65

The deficiency shown herein is based upon the re-

ports dated August 1, 1931 and December 23, 1931,
prepared by Revenue Agent, Alf Soloos and trans-

mitted to you under dates of September 4, 1931 and
January 4, 1932, which reports are made a part of
this letter.

Due to the fact that the statute of limitations will

presently bar any assessment of additional tax
against you for the year 1929, the Income Tax Unit
will be unable to afford you an opportunity to dis-

cuss your case before mailing formal notice of its
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determination as provided by section 272(a) of the

Revenue Act of 1928. It is, therefore, necessary at

this time to issue this formal notice of deficiency. [7]

EXHIBIT B.

THIS AGREEMENT, Made and entered into

this 8th day of Jime, 1928 by and between Olympia

Harbor Lumber Comi3any, a AVashington corpora-

tion, doing business at Olympia, Washington, party

of the first part, and Rockway Mill Wood Company,

a AVashing'ton Corporation, party of the second

part.

WITNESSETH: That first party agrees to sell to

second party, and second party agrees to purchase

from first party, during the life of this contract, all

refuse coming from the operation of the first party's

saw mill on west Bay Drive, Olympia, Washington

;

said waste material to consist of mill wood, saw-

dust, and hog fuel, the said waste to be delivered by

first party to second party herein mentioned, and

on the following terms and conditions:

The rights and obligations created by this con-

tract shall continue for a period of five (5) years

conmiencing on the 11th day of June, 1928.

Second party shall have the right of renewal of

this contract, at its option, for a further period of

five (5) years on the expiration of the period created

by this contract, but prices and conditions of the

contract for the additional five (5) years shall be

agreed upon by the contracting parties at the time
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of entering into the contract for the additional five

(5) years; provided that, in case the parties are un-

able to reach an agreement as to the terms thereof,

the matters in dispute shall be settled by arbitration

of a board of three members, one to be chosen by

the first party, one by the second party, and a third

to be chosen by the two members already selected.

In the event that the second party elects to exer-

cise its option to renew this contract after the first

five (5) year period, it may do so by giving notice

of such election to the first party not more than

ninety days nor less than sixty (60) days prior to

the date of expiration of the five (5) year period

created hereby.

Second party agrees to pay to the first party, for

the material so purchased, the sum of Eighteen

Dollars ($18.00) per day for each day of operation

of the saw mill, a day of operation to consist of

eight hours actual sawing of lumber; that is, in

event time is lost in the operation of the saw-mill

no charge is to be made for the lost time ; It is also

understood that this rental rate is based on the ex-

pectation that fir wood is to be sawn almost exclu-

sively, but that not more than (5) five per cent of

other woods may be included without reduction in

rental in any one day.

In event that market conditions materially change

the price obtainable for wood, sawdust, and hog fuel

;

or if the quantity available to second party is mate-

rially increased or diminished by the method of

manufacture, or by a change in the number of shifts



12 Olympia Harbor Lumber Co.

operated, the price payable under this contract shall

then be adjusted so that the new amount shall bear

to the old amount the same ratio as the new income

of the second party shall be found to be to the old

income; provided that the condition justifying a

change in rental must first be proven to be of more

or less permanent nature by three months or more

of experience, provided also that the books of the

second party are to be available to the first party

for determining the facts under this provision. If

the contracting parties are unable to agree as to the

facts under this provision, the disputed matters shall

be referred for settlement to the arbitration board

l^reviousl}^ referred to. [8]

First party shall render to the second part}" an

invoice of amounts due to first party each month

under the terms of this contract and such amount

is payable within ten days from the date of the in-

voice rendered. Time is the essence of this contract,

and failure to make payment promptly within the

required time shall constitute ground for breach of

contract by first party, and basis for forfeiture of

second party's rights under this contract. But the

books of the first party shall be available to the

second party to determine whether the rental charge

is correct.

Second party agrees to construct and equip an

up-to-date three-saw wood slasher, also Conveyor

from Slasher to scow berth for loading scows at

first party's plant. Second party further agrees

to install at the mill a hog, of 30 units per 8 hour

i
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day capacity, conveyor and Bnnkers and to take

away from the plant all such refuse, up to 30 units

per day as is not suitable for wood. It is understood

that Second party now has equipment for full in-

stallation, consisting of Motors, Slashers and con-

veyors in operation at Port Gamble also at Port

Ludlow and that refuse of one of these mills is to

be diverted to Port Townsend paper mill and it is

intended that this equipment is to be used for

installation at first partys saw mill when no longer

required at one of the mills before mentioned, how-

ever, in the event that Chas. R. McCormick Lbr.

Co. or Port Townsend paper Co. desire such j^lant

then second party will install a new Puget Sound
Machinery Co. rig at first partys plant. Second

party further agrees to have installation on both

hog and slasher completed not later than Jan. 1st

1928 (1929).

All such construction whether for wood or for

hog fuel is to be installed at the expense of the sec-

ond party, except that first party agrees to furnish

the necessary lumber and piling required by second

party in the construction of the same, all such lum-

ber and piling to be furnished free of charge.

First party is to furnish to second party ground
rent free during the life of this contract, or any
renewal thereof.

Second party agrees to supply to first party, by
delivering to the residences of its management, not

to exceed 4 residence, saw dust, hog fuel and wood
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free of cost in exchange for which the first party

agrees to issue local delivery wood tickets, and col-

lect for cash cit)^ sales made at mill, second party to

receive full credit for such sales and final settlement

to be made on or before the 10th day of Month fol-

lowing.

The Second party to furnish billing machine and

stationery.

Second party will also furnish fuel for the Com-

pany office free of charge.

The first party agTees to keep driveways open so

that second party may have uninterrupted ingress

to and egress from the premises.

Second party shall at all times have an experi-

enced man or men in charge of its operation at first

IDarty's plant, and agrees that all labor employed in

the operation of its business at the plant will abide

with the rules and regulations of the first party, con-

cerning the operation of its mill and care of the

premises.

First party agrees to deliver to second party, for

its use on the premises, the slasher, bunkers and all

equipment now in use for the handling of wood at its

mill. It is understood that this equipment is to re-

main the property of the first party. Repairs and

renewals thereto shall be made by and at the expense

of the second party. First party agrees to file the

saws and knives used by the second party in its

operation ; but all the expense, other then that men-

tioned, of upkeep and maintenance of the refuse

plant shall be borne b}^ the second party. [9]
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In the event the first party sells or otherwise dis-

poses of the saw mill, but in such manner that the

mill remains in operation such sale or disposal

shall be made only subject to the rights of second

party herein and the terms of this contract are to

be continued and protected in the new arrangement.

First party agrees that its lath mill shall not be

increased during the life of this contract, it being

the purpose hereof that no greater portion than at

present of refuse shall be converted into lath mill

products.

Upon termination of this contract by lapse of

time, or act of the parties, second party may re-

move any and all of its equipment upon payment in

full of amounts which it owes to the first party.

Any wood or other fuel sold locally, except that

furnished to first party under arrangement made

hereinbefore, shall be sold only by Second party,

or to dealers. (By "local sales" is meant sales for

deliveiy in the city of Olympia or tow^n of Tum-
water).

This contract shall not be assigned by second

party, nor any rights granted to other parties to

operate thereunder, except with the consent of the

first party in writing first obtained.

In event of the failure of the second party to

abide by this contract in all respects, or in event of

its failure to satisfactorily remove all wood, and

refuse material up to the capacity of the Hog and

slashers installed as hereinbefore specified, as pro-
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duced for a period of fifteen (15) days if such

failure is due to negligence or inability of the

second party, so that the same shall accumulate and

interfere with the operation of the first party, first

party may declare this contract forfeited at its

option. However it is understood that second party

may not at all times be able to entirely remove all

refuse and that a small burner fire may be neces-

sary, but no such forfeiture is to be permitted under

this contract for failure of the second party which

is caused by strikes, accidents, or other causes which

are beyond the control of the second party. In event

of forfeiture all rights of the second party shall

cease and terminate, except that it shall have the

right to remove its machinery and equipment within

a reasonable time, and upon payment by it of all

sums which it owes first party.

In event of breach of this contract by first party,

or in event first parties saw mill discontinues opera-

tion for Pour (4) months consecutively during any

one 3"ear, second party may declare this contract

forfeited and may remove all machinery and equip-

ment installed by second party or agrees to sell

same to first party at actual cost, should first party

desire to purchase same.

Title to all machinery and equipment installed

b}^ second party hereunder shall continue to be and

remain vested in second party.

IN WITNESS WHEREOF:—the parties hereto

have caused these presents to be executed by their
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proper officers, in triplicate.

OLYMPIA HARBOR LUMBER COMPANY
a corporation

By EDWARD ANDERSON, Pres.

By ARTHUR ANDERSON, Sec'y

Party of the first part

ROCKWAY MILL WOOD COMPANY
a Corporation

By C. R. ROCKWAY, Pres.

By J. E. LELAND, Sec'y

Party of the second part.

[Endorsed] : United States Board of Tax Appeals.

Received Apr. 9, 1932.

[Endorsed] : United States Board of Tax Appeals.

Filed Apr. 9, 1932. [10]

[Title of Court and Cause.]

ANSWER
The (Commissioner of Internal Revenue, by his

attorney, C. M. Charest, General Counsel, Bureau

of Internal Revenue, for answer to the petition

filed in the above-entitled appeal, admits and denies

as follows:

1-2-3. The allegations contained in paragraphs

1, 2, and 3 of the petition are admitted.

4. It is denied that the Commissioner erred as

alleged in subparagraphs (a) and (b) of paragraph

4 of the petition.
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5. The allegations contained in subparagraphs

(a) to (f), inclusive, of paragraph 5 of the petition

are denied.

6. Denies generally and specifically each and

every allegation contained in the petition not here-

inbefore admitted, qualified, or denied.

WHEREFORE, it is prayed that the appeal be

denied.

(Signed) C. M. CHAREST,
General Counsel,

Bureau of Internal Revenue.

Of Counsel:

PHILIP A. BAYER,
Special Attorney,

Bureau of Internal Revenue.

PAB/cfb 6/10/32

[Endorsed] : United States Board of Tax Appeals.

Filed Jun. 10, 1932. [11]

[Title of Court and Cause.]

Docket No. 64272. Promulgated March 20, 1934.

1. Deduction allowed for amount paid

for cancellation of a contract.

2. Petitioner loaned money on open ac-

count to a corporation the stock of which

was owned by its stockholders. At the close

of the year the book value of the debtor

corporation's assets exceeded its liabilities.

By placing a liquidating value upon the

assets, petitioner's officers concluded that
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the debtor's liabilities exceeded its assets

and after the close of the year wrote off a

part of the account. Held, the evidence does

not establish an ascertainment of worthless-

ness which will support a claim for a bad

debt deduction.

THOMAS N. FOWLER, Esq., and ROBERT T.

KNIGHT, C. P. A., for the petitioner,

WILLIS R. LANSFORD, Esq., for the respondent.

This proceeding was initiated to test the correct-

ness of respondent's determination of a deficiency

for the calendar year 1929 in the sum of $4,334.65.

Two issues are involved: (1) The claimed loss on

the cancellation of a contract, and (2) the deducti-

bility of an alleged bad debt.

FINDINGS OF FACT.
Petitioner was organized in 1924 by five brothers

(hereinafter called the Anderson brothers), to en-

gage in the operation of a sawmill at Olympia,

Washington. The stock of petitioner was owned in

equal proportions by the five brothers. The An-
derson brothers also owned in equal parts all of the

stock of the Tumwater Lumber Mill Co., which was
also located at Olympia and which they had oper-

ated since 1919.

In 1928 petitioner entered into a contract with
the Rockway Mill Wood Co. whereby the latter

company agreed to build certain equipment to dis-

pose of the waste from petitioner's sawmill. The
RockAvay Mill Wood Co. installed a portion of the
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equipment but failed [12] to carry out its agreement

to dispose of the slab wood and other waste material,

with the result that the operations of the peti-

tioner's mill were being very materially interfered

with. Eather than declare the contract at an end

by reason of the failure of the Rockway Mill Wood
Co. to perform, petitioner started negotiations with

the Rockway Mill Wood Co. to the end of terminat-

ing the contract amicably. The contract was ter-

minated in March 1929 by the payment to the Rock-

way Mill Wood Co. by petitioner of $7,900 and as

a part of the settlement the Rockway Co. relin-

quished to petitioner all of its equipment then on

petitioner's property, which was of a value at that

time not in excess of $2,500. The difference of

$5,400 represented consideration paid for the can-

cellation of the contract and this item (plus $3.92

which is unexplained) was claimed as a deduction

by petitioner in its 1929 tax return.

In 1928 the Anderson brothers were interested in

the installing of a Swedish gang-saw mill, which

had for its purpose the utilization of lumber under

] 2 inches in diameter, w^hich sizes were generally be-

ing wasted at the time. The Tumwater Mill at this

period was not engaged in sawmill operations but

was working on various real estate contracts as well

as other related activities in and around Ohnnpia.

The Anderson brothers decided to make the experi-

ment and selected the Tmnwater Co. for that pur-

pose. At that time the Tmnwater Co. had no funds

which it could utilize for the purpose and accord-
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ingly the Anderson brothers agreed that the peti-

tioner would advance whatever funds were needed,

the funds so advanced to be repaid by the Tumwater

Co. out of income from operations.

The new^ mill was a pure experiment and diffi-

culties were soon encountered, with the result that

the estimated cost of some $55,000 w^as exceeded and

petitioner found it necessary to advance $84,722 in

1928 and 1929 to put the mill in shape and adapt

it to conditions in the Puget Sound country.

On or about December 27, 1929, the Anderson

brothers, as trustees of petitioner, discussed the

question of the large amount owing to petitioner

by the Tumwater Lumber Mill Co., and reached the

conclusion that the latter, due to the high cost of

installing the new mill, the drop in prices of lumber,

and the curtailed business due to the depression and

consequent depreciation in the value of the assets of

the Tumwater Co., including certain real estate con-

tracts, building lots, garage, stock in other lumber

companies, etc., would not be able to pay the peti-

tioner the sum advanced to it. It was accordingly

decided to charge off approximately 40 percent of

the advance to the Tumwater Co. as a bad debt.

Xo actual charge-off w^as made on the books in

1929 and not until some time in February or March,

1930, at which time there was a [13] charge to sur-

plus and a credit to '^special reserve for possible

loss" of the Tumwater Lumber Mill Co. account.

This charge-off was in the amount of $33,594.65.

This entry was so made because the books had been
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closed and the profits theretofore closed into sur-

plus. The loan made to the Tumwater Lumber Mill

Co. was mth the idea that that company would be

able to repay from the earnings of its business.

The petitioner had the money available and used it

in the other business and expected to get it back. No

notes were given for the advances and there was no

understanding between the two corporations as to

how long the account would run. Some time after

the book entries were made the assets of the Tum-

water Lumber Mill Co. were valued as of Decem-

ber 31, 1929, based on their liquidation value, and

the result of that valuation placed the assets as

worth $142,523.30, with liabilities outstanding of

$186,894.92, which latter sum included what had

been advanced by petitioner to the Tumwater Lum-

])er Mill Co. as well as certain mortgages on some

of the properties. The current assets as of De-

cember 31, 1929, were $57,316.38 and the current

liabilities $126,995.62, including the sums due peti-

tioner. The Anderson brothers did not intend that

the outside creditors of the Tumwater Co. should

lose any money and intended that they should be

j)aid through petitioner.

OPINION.
ARUNDELL: The evidence establishes to our

satisfaction that of the smn of $7,900 paid to the

Rockway Mill Wood Co. at least $5,400 thereof was

in fact paid to get rid of an unsatisfactory contract

and not more than $2,500 was paid for the assets

taken over. Even assuming that petitioner was war-
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ranted in abrogating the contract because of the

breach by the Rockway Mill Wood Co., it is not

to be denied the loss it actually suffered because

it sought the more amicable course and thus avoided

almost certain litigation. The fact that petitioner

may have hastened matters because of a proposed

plan of various mill owners to join in an operation

for the handling of their waste material does not

change or affect the transaction between petitioner

and the Rockway Mill Wood Co. On this issue the

respondent is reversed.

The evidence does not convince us that the ad-

vances made to the Tumwater Lumber Mill Co.

should be allowed as a bad debt deduction in 1929.

Undoubtedly a large portion of the sum w^as not

advanced until that year and the entire sum was

loaned for frankly experimental purposes and could

be repaid only through income from the operations

of the Tumwater Co. At the end of 1929 it was in

regular operation, although it had experienced the

pinch of the depression, as had business generally.

Its balance sheet showed it [14] entirely solvent.

It is true that its liquid assets were limited, but

that was known when the advances were made by

petitioner and was the occasion for its action. By
placing a liquidating value on its assets, including

the new gang-saw mill which had recently been

completed, a value was reached of $142,523.30, and

as the outstanding liabilities, including the sum due

petitioner and various mortgages on the property,

equaled $186,894.92, claim is made that the Tum-

water Co. was insolvent and that petitioner was
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warranted in making the charge-off that it did. Peti-

tioner's president testified that in the light of sub-

sequent events the entire account should have been

charged off, but the testimony goes no further than

this, and no facts are given to support the general

statement.

In deducting 40 percent of the indebtedness due

by the Tumwater Lumber Mill Co. petitioner evi-

dently did not consider it was dealing at arm's

length with that company, for, even on its own cal-

culation of the assets and liabilities of the Tum-

water Co., it would have recovered more than 60

percent of the amount due. Petitioner's answer is

that the Anderson brothers did not intend that the

outside creditors of the Tumwater Co. should lose

anything. However commendable such a course may
be, it does not follow that petitioner may at one

and the same time treat itself as a true creditor and

also as ready to relinquish its right to payment and

by so doing charge off the item as a bad debt against

its income. Except for the close relationship that

existed between the two corporations, it is not likely

that the Timiwater Co. would have borrowed such

a large sum as it did from petitioner, which sum

was payable on demand. The two corporations had

in earlier years been in the habit of filing consol-

idated returns, but that was not permitted under

the revenue act in force in 1929. If it had been the

accounts could not have reflected under any guise

the sum now sought to be deducted. The evidence

is far from satisfactory that there was a charge-off

within the year 1929, but, passing that matter over
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unanswered, we are of the opinion that the debt

due to the petitioner by the Tiunwater Lumber

Mill. Co. was not ascertained to be worthless to the

amount of $33,594.65 and that the charge-off should

not be allowed as a deduction from petitioner's 1929

income.

Decision will be entered under Rule 50.

[Seal] [15]

United States Board of Tax Appeals

Docket No. 64272

OLYMPIA HARBOR LUMBER COMPANY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION
Pursuant to the opinion of the Board promul-

gated March 20, 1934, the respondent herein on

March 39, 1934, having filed a motion for decision

under Rule 50 and proposed recomputation, and no

opposition thereto being entered by the petitioner,

it is

ORDERED and DECIDED that there is a de-

ficiency in income tax for the year 1929 in the

amount of $3,770.35.

Enter

:

[Seal] (Signed) C. ROGERS ARUNDELL
Member.

[Endorsed] : Entered Apr. 28, 1934. [16]
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[Title of Court.]

PETITION FOE REVIEW
In the United States Circuit Court of Appeals for

the 9th Circuit.

OLY^IPIA HARBOR LUMBER COMPANY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

To the Honorable, the Judges of the United States

Circuit Court of appeals for the 9th Circuit:

Your petitioner is aggrieved by a decision of the

United States Board of Tax Appeals rendered

against it on April 25, 1934 in the case of the

Olympia Harbor Lmnber Company vs. Commis-

sioner of Internal Revenue, Docket No. 64272. The

taxable year is 1929 and the proposed assessment

is $3,770.35.

The petitioner respectfully submits its i)etition

for a review of that part of the above mentioned

decision by the United States Circuit Court of Ap-

peals for the 9th Circuit, as relates to the disallow-

ance of a certain loss of a bad debt of the Tum-
water Lumber Mills Company in the amount of

$33;594.65.

STATEMENT OF THE CASE.
1. Petitioner is a Washington Corporation with

its principal office at Olympia, Washington.

2. In 1929 the petitioner ascertained to be worth-

less and charged off a portion of a certain account
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known as the Tiunwater Lumber Mills Company as

a bad debt in the amount $33,594.65. This bad debt

loss is one of several other losses but is the only one

in question or appealed from. [17]

3. All of the bad debts above mentioned were

charged off only after a thorough investigation of

the attendant circumstances.

4. Respondent claims that it has not been shown

that the amount claimed was determined to be w^orth-

less in 1929 and also w^as not charged off within that

year.

5. Petitioner claims that the United States

Board of Tax Appeals erroneously sustained the

contention of the respondent in the above men-

tioned decision.

ASSIGNMENT OF ERRORS.

The petitioner assigns as error the following acts

and omissions of the United States Board of Tax

Appeals.

(a) That the decision is not based upon the

evidence in that a deduction was disallowed for

the partial debt owed to the petitioner by the Tum-

water Lumber Mills Company.

(b) That the decision is erroneous in law\

As specific instances of the errors of fact and

law in said decision the petitioner points out the

following

:

(1) The failure to find when the charge-off of

the Tumwater Lumber Mills Company account was

made and the failure to find that the charge-off was

made as a part of the closing entries for the year

1929.
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(2) In making the finding that the Timiwater

Lumber Mills Company was solvent December 31,

1929.

(3) The failure to determine and find the value

of the assets of the Tumwater Lumber Mills Com-

13any and the resulting net worth as of December

31, 1929.

(4) The failure to find that the Tumwater Lum-

ber Mills Company assets w'ere actually valued by

petitioner as of December 31, 1929 [18] and that

the decision to so value them was made at the meet-

ing of the Petitioner's Board of Trustees (Direc-

tors) late in December 1929.

(5) The failure to determine and find what por-

tion of the debt of the Tmnwater Lumber Mills

Company was bad as of December 31, 1929 or what

proportionate part of the actual value of the assets

of the Tumwater Lmnber Mills Company could be

used to repay the petitioner's account.

(6) The finding that, based upon petitioner's

own calculation as to the value of the assets of the

Tmnwater Lumber Mills Company account, peti-

tioner would have recovered more than 60% of

the amount due.

(7) The failure to allow as a bad debt deduc-

tion 40% of the account of the Tumwater Lumber

Mills Company.

(8) The Board erred in finding that "sometime

after the book entries were made the assets of the

Tumwater Lumber Mills Company were valued as

of December 31, 1929. * * *" while in fact a pre-

A'ious finding had been made that the trustees of
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the petitioner met on or about December 27th,

1929 and discussed the Tumwater Lumber Mills

Company account and further that ''It was accord-

ingly decided to charge off approximately 40%

of the advance to the Tmnwater Company as a bad

debt^'.

(9) The Board erred in making inmiaterial find-

ings of fact in its decision to the effect that the same

stockholders owned both companies and that no

consolidated return was permitted in 1929 but that

if consolidated return had been permitted "* * *

the accounts could not have reflected under any

guise the sum now sought to be deducted". [19]

(10) The Board erred in finding that ''* * *

the debt due to Petitioner by the Timiwater Lumber

Mills Company was not ascertained to be worth-

less in the amount of $33,594.65 and that the charge

off should not be allowed as a deduction from the

petitioner's 1929 income".

WHEREFORE, Your petitioner prays that the

decision of the Board of Tax Appeals entered here-

in against the petitioner be reversed by this Hon-

orable Court, and for such other and further relief

as the court may deem meet and proper in the

premises.

OLYMPIA HARBOR LUMBER
COMPANY

By THOMAS N. FOWLER
Its attorney.

Address of attorney

THOMAS N. FOWLER, Esq.,

1121 L. C. Smith Tower

Seattle, Washington. [20]
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State of Washington,

(yOimty of King—ss.

Thomas N. Fowler, being first duly sworn, de-

poses and says, that he is attorney for the peti-

tioner, that he knows the contents of the foregoing-

petition, that to the best of his knowledge and be-

lief the statements herein are true, and that the

assignments of error are well taken and intended

to be argued.

THOMAS N. FOWLER
Subscribed and sworn to before me this 6 day

of June A. D. 1934.

[Notarial Seal] CORA L. WATSON
Notary Public in and for the State of Washington,

residing at Seattle.

[Endorsed] : United States Board of Tax Appeals.

Filed Jul. 3, 1934. [21]

[Title of Court and Cause.]

STATEMENT OF EVIDENCE
The above entitled case came up for a hearing

on the 15th day of September, 1933, before the

Honorable C. Rogers Arundell, Member of the

United States Board of Tax Appeals, at Seattle,

Washington. Thomas N. Fowler, Esq., and Robert

T. Knight, C. P. A., appearing on behalf of peti-

tioner, and Willis R. Lansford, Esq. (E. Barrett

Prettyman, Esq., General Counsel, Bureau of In-

ternal Revenue) appearing on behalf of the Com-

missioner of Internal Revenue.

The year in question is 1929, and the amount of

taxes involved (as amended) is $3,770.35.
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OSSIAN ANDERSON
being first duly sworn, was examined and testified

as follows:

"I am one of the five Anderson brothers, the

others being Arthur, Edward, Karl and Olof An-

derson. I have lived [22] in the United States for

twenty-three years and at the present time am pres-

ident of the Puget Sound Pulp and Timber Com-

pany of Everett, Washington. During 1929 and, as

a matter of fact, during the entire existence of the

Tumwater Lumber Mills Company and the Olympia

Harbor Lumber Company my brothers and myself

have been the trustees (directors). I have been en-

gaged in logging operations, working in the woods

in various capacities including supervising opera-

tions. I have operated these smaller type sawmills,

including the management and the selling of the

product. Neither my brothers nor myself had had

any experience in the Swedish gang-saw mills prior

to the investment in the plant that we built ourselves

and, to the best of my knowledge, there were no

mills of that type in the United States.
'

'

''The Tumwater Lumber Mills Company and

the Olympia Harbor Lumber Company were two

separate corporations. The Tumwater Lumber Mills

Company was started by my brothers and I in

1919 with a paid-in capital of $25,000.00. The busi-

ness prospered until, in 1924, our bank made us an

attractive proposition whereby we could take over

another mill that was on their hands, having been

a failure in the hands of the previous operators.

We were to furnish the working capital and we
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could get a bargain figure to purchase it on a con-

ditional purchase contract. We knew that the mill

would have to be rebuilt, but felt that it could be

a successful operation. Nevertheless, we did not

want to risk what we had in the Tiunwater Com-

pany so we organized an entirely separate company

which we called the Olympia Harbor Lumber [23]

Company. During the first two years we had nothing

but difficulties with the newly acquired mill as it

had to be completely rebuilt, which required addi-

tional money. Nevertheless, we built a mill that

would be a low-cost operation after it was com-

jDleted. The bookkeeping, and all of the business

transactions of the two companies were kept abso-

lutely separate, just as though they were no rela-

tion whatever. If one of the brothers worked at

one of the plants a half month, his payroll was

transferred to that plant. Except for the fact that

we each owned one-fifth of each of the companies

there was no other relation between the companies."

"In going on to this Tmnwater Mills Lumber

Company, they abandoned a little plant in Tum-
water somewhere in 1927. The log supply at Tum-
Avater which was trucked into the mill was prac-

tically come to an end, and we had in the mean-

time gone into small building business, building

fabricated houses as well as erecting ordinary

homes there in Olympia. That at the time then

was the full activity of the Tumwater Company,

the original corporation we had founded."
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"Therefore, in 1928, when the first thought of

building a gang mill came up, the Olympia Harbor

Lumber Company was the only lumber operation

we had. Tumwater was trying to work out num-

erous real estate contracts in selling some little

retail lumber in general building business in

Olympia. '

'

"A Swedish engineer came here with the rec-

ommendation from Mr. Oxholm of the Department

of Commerce. The Wood Utili- [24] zation Com-

mittee of the Department of Commerce spent a year

in Sweden trying to find some way to utilize our

small timber under twelve inches, which heretofore

we had left in the woods here in Washington. It

was a tremendous waste that was well recognized,

and was severely criticized especially by the De-

partment of Conmierce. The fact is, our sawmills are

built for sawing large timber and these small logs

could not be handled by the heavy equipment of

the standard mills."

"They came to Weyerhauser with this recommen-

dation from Mr. Oxholm. He likewise approached

us. All of them turned him down, until as I recall

in August, 1928, we finally sat down with the en-

gineer and he made us a complete estimate of what

it would cost to build a gang mill. I happened to

take the most active part in this with my brothers,

and I tried to sell them the idea. I recall having

these estimates made by the Swedish engineer."

Exhibit 2, being the estimate of the Swedish en-

gineer was offered by the petitioner and admitted

in evidence.
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(Testimony of Ossian Anderson.)

EXHIBIT II.

ESTIMATED COST OF SAW MILL

$10,000.00 Cash

5,000.00 Payment of $100.00 per month

14,500.00 To be paid, if proven successful

Cost of Plant $29,500.00

Interest $2,950.00

Insurance 600.00

Power 1,800.00

10%

Overhead total $5,350.00

Production 9 Million Feet

Overhead per B. M.

17 men, $85.00 a day or per B
Miscellaneous

[25]

Total

Lumber
Framing and Building

Installing all machinery

Foundation

Supplies by the Company
Slasher 8 saws

Trimming, Hand and Chain

S(u-ting Table, Drive & Chain

Line Shaft & Pulley

Conveyor Chains

2 :\lotors, Total 100 H. P.

Belts

Crane

$0.60

B. M. 2.83

0.50

$3.93

One Gang Two Gangs

$ 1,000.00 $ 3,200.00

1,500.00 2,000.00

2,000.00 2,000.00

500.00 1,000.00

14,500.00 23,575.00

1,100.00

500.00 3,200.00

500.00 1,000.00

400.00 1,400.00

500.00 1,200.00

500.00 1,800.00

1,500.00 1,500.00

5,000.00 13,000.00

Estimated Cost

Overrun on 9"—40%
Overrun on 12"—50%
Price for logs—$7.20 per M.

Sales price for dimension—common $20.00 per M

$29,500.00 $54,875.00
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''The terms the engineer proposed were on the

basis of one "gang" with a cost of construction

totaling $29,500.00. It was not possible to run one

gang mill here so we proposed a two gang mill with

an edger. He changed his estimates and placed the

amounts in a column opposite the original amounts.

The revised estimate based on a double gang was

$54,875.00. The engineer prepared the layout of

the mill, suggested the arrangement of the ma-

chinery and specified the type of machinery, much

of which was obtainable only in Sweden, in particu-

lar the frames called "gangs" which were to do

the sawing and also the carriages and the edger.

Trimmers, conveying [26] rolls and electrical equip-

ment etc. were to be purchased here."

"The Tumwater Lumber Mills Company did not

have the funds with which to undertake such a

construction. We did have funds in the Olympia

Harbor Lumber Company so we finally decided on

the project. We would advance money from the

Olympia Harbor Lumber Company to be repaid

by the Tumwater Limiber Mills Company out of

operations. In other words, we would have to put

this Tumwater Company back into the lumber bus-

iness again where it had not been for some period of

time. '

'

"It was agreed that the machinery would be de-

livered by the time we would have the buildings

finished. The engineer had laid out the whole plan,

and we proceeded to build the buildings. We secured
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and leased ground there in Olympia. About the time

we expected the machinery to arrive in Puget Sound

waters we got a telegram from the machinery build-

ers that in shipping one of these gangs at Rotter-

dam, it had been dropped over the side and broken

up, and a new gang would have to be constructed.

There was a delay to us of about four months in

the installation. We had numerous delays and dis-

appointments and finally did get the machinery, as

I remember, five months after it was supposed to

be on hand. We installed it and started the mill and

it was a pure experiment as can be shown by the

bulletins that the Department of Commerce has

issued on the subject. And it would not stand up."

''First, the saws were not built to stand the hard

[27] pitchy wood that our Douglas Fir is. Second,

the frame—these gang frames had terrific vibra-

tion on account of their speed. I think they turn

about 320 R.P.M. There was terrific vibration and

the foundations were not sufficient."

''The engineer had laid out the whole plan, and

we proceeded to build the buildings. As a result of

this we had to rebuild the foundations. The biggest

difficulty was that the frames were made out of cast

iron. So were the carriages. They constantly broke

from the heavier logs which apparently the Swedish

engineers had not figured on, comparing the Douglas

Fir with their light spruce. All through the summer
of 1929 we had just one trouble after another to try

to make this go. We kept constantly at it. The
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market problem immediately confronted us. No-

body was manufacturing full sawn lumber these

days, and we had to seek an outlet in the British

market, which was the only place we could sell this

rough, full sawn lumber. All of this was at the

end of 1929, when we reviewed not only the cost of

the plant, the difficulties we had had, but we were

also confronted with distributing the lumber, be-

cause the lumber market broke in November, 1929,

and there was a question of being able to operate the

plant at all.

"In the spring of 1930, the market price had

dropped approximately forty per cent, as I recall,

and we were confronted with severe curtailment,

and it was a question of being able to run the plant

successfully, even if we could [28] solve the mechan-

ical difficulties. The plant was not finished at the

end of 1929. There was an additional edger, which

it was discovered ought to be gone in. There was

a different conveyor to be changed."

"Prior to December, 1929, we had found it neces-

sary to change the construction of the mill. We
had to build onto the foundations. These two

foundations, as I recall, are about twenty-four feet

apart; driven on piling, concrete sunk down in the

ground. In order to brace the two frames together

so they would not vibrate, we had to lay in a con-

crete slab between the two. When you shut down
the mill you have overhead, rental on ground, and

an electric contract calling for $400.00 a month
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minimum, whether you use the electric current or

not, as a constant expense."

"The saws were too light. We had Atkins, Sim-

mons and other American saw builders try to work

out this problem, which they did in designing a

saw of sufficient weight to stand the sawing of

this hard timber. All of these matters, I felt,

however, are ordinary delays when you venture into

a new experunent which has never been tried be-

fore. We never expected such a terrific lot of

trouble because we had the best of advice from

these people, not only from the Department of

Commerce, but from the engineer. However, the

combination of circumstances, i3ioneering in this

type of mill on Puget Sound not only ^^Tecked the

Timiwater Lumber Mills Company, but threatened

to do the same thing to the other company which

we were using to advance money to build this

plant." [29]

''I am familiar with the books of the Olympia

Harbor Lumber Company at the close of 1929. At

that time, the account due and owing from the

Tumwater Lumber Mills Company was $84,722.41.

I have had prepared from the books of the Tum-
water Lumber Mills Company a balance sheet as

of December 31, 1929."

Exhibit 3, the balance sheet of Tumwater Lumber
Mills Company of December 31, 1929, was offered

by the petitioner and admitted in evidence.
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EXHIBIT III

Balance Sheet of the

TUMWATER LUMBER MILLS COMPANY
Olympia, Washington

as at December 31, 1929

ASSETS

Current Assets

Cash in bank

Accounts receivable—retail

Accounts receivable—new mill

Accounts receivable—others

Accounts receivable—officers

Accounts receivable—Employees

(payroll No. 1

)

Total accounts receivable

Inventories:

Lumber
Logs

Stock of stores

Total inventories

Cash surrender value of life insurance

on officers

Total current assets

Fixed Assets

NevF sawmill—equipment

Apartment house

New sawmill—building

Store garage

Eeady-cut machinery

Beady-cut factory

Eeady-cut office

New sawmill—office

Total

Less reserve for depreciation

Book value

Real estate

10,840.19

3,838.67

19,795.47

2,605.04

23.88

8,097.10

900.00

2,742.14

64,098.76

29,500.00

19,803.20

7,175,60

3,571.50

3,381,72

233,74

84.67

127,849.19

12,648.94

115,200.25

13,910.00

7,009.01

37.103.25

11,739.32

1,464,80

57,316.38

Total fixed assets

Investment in stock of other corporations

129,110,25

34,001.67

Total assets $220,428,30
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LIABILITIES

Current Liabilities

Accounts payable

Deposit on machinery sold—(Niemi Bros.)

Accounts payable—Olympia Harbor

Lumber Company
Notes payable—Stock subscription

—

Olympia Wood Products Company
Notes payable—others

Trade acceptance payable

Accrued taxes

Medical hospital fund payable

Accounts payable—employees

$ 21,479.51

5,899.81

84,722.41

1,500.00

5,000.00

360.00

2,122.14

181.32

5.730.43

Total current liabilities 126,995.62

Fixed Liabilities

Mortgages payable—Capital

Savings & Loan Ass'n $ 2,348,68

Mortgages payable—Thurston

County Savings & Loan 30,365.30

Accounts payable—officers 27,185.32

Total fixed liabilities 59,899.30

Proi>rietorship

Capital stock 25,000.00

Surplus 8,533.38

Net worth

net worth

33,533.38

Total liabilities and $220,428.30

[31]

"The trustees of the Olympia Harbor Lumber

Company had a meeting in December of 1929, as

I recall it, Christmas week, somewhere around the

27th, at which time we discussed the matter of the

account with the Tumwater Lumber Mills Com-

pany. All of the trustees were present. We dis-

cussed the large amount of money the Olympia

Harbor Lumber Company had owing from the

Tumwater Lumber Company, and the question of

the ability of that company to pay. The current
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liabilities of the Tumwater Lumber Mills Company

were $126,995.62. The current assets were $57,-

316.38. Included in the accounts receivable "others"

are house accounts. They are really a deferred

asset. The current assets also included the inventory

of lumber, logs, stocks and stores in an amount

of $11,739.32, and cash surrender value of life in-

surance of officers of $1,464.80. These figures are

all included in the figure of $57,316.38. The relation

of current assets to current liabilities is approxi-

mately one to two and a half." [30]

"The Tumwater Lumber Mills Company had, in

addition, fixed assets comprising this plant we have

talked about. It had an apartment house and a

storage garage to the total value of $36,675.60

against which there was a mortgage payable of

$32,713.98. It had other minor fixed assets such

as ready-cut factory, and ready-cut office, and the

new sawmill office."

"Q. Now, have you, or did you have prepared

at this time, or at the closing of the books in De-

cember, 1929, a compilation of the realizable values

of the different assets of the Tumwater Lumber

Mills Company?

A. Well, as I recall that, that was in our meet-

ing of the Olympia Harbor Lumber Company when

the question came up. But we did haA^e such a re-

alizable statement compiled, trying to arrive at just

how our affairs were in the two companies."
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*'We decided the approximate percentage of the

account that should be written off. Obviously, as

an operating concern it had only about $7,000.00 in

cash with which to pay $126,000.00 total current lia-

bilities. The other items of account receivable, house

accounts receivable, stocks, stores, and inventory,

were obviously tools that you need to run with. They

were not liquid assets in the terms of operation."

''Therefore, we took an estimated value of the

poss- [32] ibility of paying the Olympia Harbor

Lumber Company off, and it appeared that we did

not have enough total current assets on any terms

of liquidation, even if we decided to put the com-

pany in liquidation to pay off all other creditors

except the $84,000.00 due the OhTnpia Harbor

Lumber Company. The Tumwater Limiber Com-

pany could not pay its debts in due course of bus-

iness. I have had prepared a photostat sheet show-

ing the write-off of the assets and liabilities of the

Tumwater Lumber Mills Company."

The document referred to was offered in evidence

as petitioner's Exhibit No. 4 and admitted to evi-

dence.



vs. Comm. of Internal Revenue 43

EXHIBIT IV.

Assets and Liabilities of the Tumwater Lumber

Mills Co.
As per Realizable

Per Cent Books Value

Cash 100.00 $ 7,009.01 $ 7,009.01

Accounts receivable

—

retail 80.00 10,840.19 8,672.15

Accounts receivable

—

wholesale 100.00 3,838.67 3,838.67

Accounts receivable

—

house contracts 70.00 19,795.47 13,856.83

Accounts receivable

—

oflScers 100.00 2,605.04 2,605.04

Accounts receivable

—

employees 100.00 23.88 23.88

Inventories 85.00 11,730.32 9,978.43

Cash surrender values life

insurance 100.00 1,464.80 1,464.80

Fixed assets (see schedule below) 58.50 129,110.25 75,544.27

Investment in stock of other

corporations

(See schedule below) 57.44 34,001.67 19,530.42

Total Assets $220,428.30 $142,523.50

FIXED ASSETS
New sawmill equipment 40.00 64,098.70 25,639.04

Apartment house 70.00 29,500.00 20,650.00

New sawmill building 50.00 19,803.20 9,901.60

Storage garage 80.00 7,175.60 5,740.48

Ready-cut machinery 75,00 3,571.50 2,678.62

Ready-cut factory 75.00 3,381.72 2,536.29

Eeady-cut office 75.00 233.74 175.30

Land 50.00 13,910.00 6,955.00

Total Assets $141,674.52 $ 74,276.33

Investment in Stock of Other Corporations

San Juan 25.00 18,080.00 4,520.00

Fidalgo Sales Corporation 25.00 1,215.00 303.75

Balance 100.00 14,706.67 14,706.67

Total $ 34,001.67 $ 19,530.42

LIABILITIES
Current Liabilities $126,995.62 $126,995.62

Due officers on undrawn salaries 27,185.32 27,185.32

Mortgages payable 32,713.98 32,713.98

Total Liabilities $186,894.92 $186,894.92

Net Worth $ 33,633.38 $ 44,371.42*

* Indicates deficit.
[34]
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"In preparing the compilation we estimated that

the accounts receivable as of December 31, 1929,

would realize about eighty per cent. The usual ex-

perience on retail receivables under the best of

times is that you have some loss. The house con-

tracts of $19,795.47 were valued at seventy per

cent. These contracts were not a current asset, they

were payments that run over a period of several

years; monthly payments on houses that we built

for people who are paying off the difference in

monthly instalments. The accounts were slow.''

"The inventories comprised lumber, stocks and

stores and the usual experience, if you liquidate at

eighty-five per cent, you have done well, and that

is the figure we used." [33]

"The fixed assets of new sawmill equipment is

the gang-saw mill. No one can tell what the realiza-

ble of that was. Here is a plant that is not

completed, not tried, an experiment pure and

simple, and as far as the realizable value of it, if

I am to answer the question it would only be

realized at forced sale as junk. The buildings would

be worthless for any other type of mill and to

make an estimate on what you could realize out of

an experiment of this kind, an experimental mill,

it is obviously rather difficult. As officers of the

Olympia Harbor Lumber Company, we put on an

arbitrary figure of fifty per cent on the buildings

and forty per cent on the equipment. This could

not be realized if you were going to sell."
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''The item of $36,000.00 for the apartment house

and garage had a first mortgage lien of $26,000.00.

We valued it at seventy-three per cent of the book

value. We had made an attempt to sell the apart-

ment house. In 1929 we discussed the earnings of

these two properties which were not sufficient to

carry the loan required; there was an unusually

large loan on the buildings. At the end of 1929

there was a lack of tenants and we would have been

glad to turn it back for the mortgage of course. In

placing the value we fixed it at seventy-three per

cent of its actual full book value.
'

'

"The storage garage was a one story concrete

building that was built to store ordinary freight

motor busses. It is not an ordinary garage that can

be utilized [35] for ordinary garage purposes, it is

special for trucks. We fixed the realizable value as

of the same date (December 31, 1929) of the ready-

cut machinery, ready-cut factory and ready-cut

office at seventy-five per cent. We were not at that

time using that equipment. That is only a matter

of trim saws, and cabinet making machinery that

is only used whenever we are doing any construc-

tion work."

"The item of land of $13,910.00 consists of lots

that we used for mill yard around the ready-cut

factory and for storing lumber. It is likewise some

lots in Olympia that we had and the lot adjoining

the garage. It was unimproved miscellaneous lots

taken in on trade on houses. At the end of 1929 you
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could not sell any of the property and we fixed a

realizable value at fifty per cent.

"Q. What does that mean, that was the

market value'?

"A. Well, it would be the fair market value

at that time, yes.

''Q. That is, if you were forced to sell on

that date?

"A. Yes. I question very much if that could

be realized, but I am not quite familiar with

the details of the parcels. But general real es-

tate, you could not sell any at the end of 1929

in Olympia."

"The Tumwater Liunber Mills Company held

stock in several different corporations. There were

primarily two corporations. Two small pulp mill

concerns known as the San Juan and the Fidalgo

Pulp Manufacturing (Companies. It carried stock

in the San Juan (^ompany of $18,080.00. There was

no market value. The stock was not a registered

stock. And it was not traded in at the time, as far

as I know. The San Juan and the Fidalgo com-

panies had no physical assets." [36]

''They in turn owned capital stock in the Puget

Sound Pulp and Timber Company, and the Puget

Sound Pulp and Timber Company, then construct-

ing a large pulp mill at Everett and financing a

large building development, had issued rights to

sell their stock at $20.00 per unit. We had paid

$100.00 per unit for our stock and our book values
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were carried at that figure. The Tumwater Com-

pany was unable to take up its rights. There was

no market value of that stock in 1929. There was

no sale because the parent company was under con-

struction, and the San Juan and Fidalgo were

merely holding stock in that parent company. We
considered the San Juan stock of $18,080.00 to have

a value of twenty-five per cent."

"The Fidalgo Sales Corporation, in the amount

of $1,215.00, was valued at $303.75, or twenty-five

per cent of its cost value."

"The fair market value of the total assets of the

Tumwater Lumber Mills Company, as of Decem-

ber 31, 1929, was $142,523.50. The details to which

I have testified just prior to this time go to make

up this figure."

"There were certain mortgages payable against

the fixed assets amounting to $32,713.98 as against

the realizable value of all the assets of $142,523.50,

and there were total liabilities, both current and

fixed, of $186,894.92. The company, in my judg-

ment was not a solvent concern. The difference be-

tween these two figures show the actual condition

of the company. There would be a definite loss, or a

[37] deficit, of $44,371.42 on the basis of this com-

pilation, but the question of being able to liquidate

the company according to the figures that have been

prepared here, I would say that I do not believe that

they could have been realized, the figures that I have

testified to in many instances, except the cash item

and the ones shown as 100% realizable ; under forced
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liquidation at the end of 1929, you could not realize

$142,000.00, because the biggest item is the saw-

mill, this experimental mill, which would have no

value except as junk if you forced it in liquidation."

"Q. Is that a customary way to determine if a

company is solvent? Find out what you get if

forced ?

A. I don't think so. I think taking the current

assets and liabilities, and find out if the company

is solvent to pay its bills. That is my opinion about

that."

"The Tumwater Lumber Mills Company could

not obtain credit from any bank. The bankers took

the same attitude in reference to this account that

we did."

Exhibit No. 5, being a compilation of a loss on

the bad debt account of the Tumwater Lumber

Mills Company, was offered as "Petitioner's Ex-

hibit No. 5" and admitted in evidence. [38]
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EXHIBIT V
COMPUTATION OF LOSS OF BAD DEBT

Assets and Liabilities of Tumwater Lumber Mills

Company

ASSETS
Cash

Accounts receivable—retail

Accounts receivable—wholesale

Accounts receivable—others

(house contracts, etc.)

Accounts receivable—officers

Accounts receivable—employees

Inventories

Cash surrender value of life insurance

Fixed assets (book value)

Investment in stock of other corporations

Total Assets

LIABILITIES
Current Liabilities

Due officers on undrawn salaries

Mortgages payable

Net worth

As per Kealizable

Books Value

$ 7,009.01 $ 7,009.01

10,840.19 8,672.13

3,838.67 3,838.67

19,795.47 13,856.83

2,605.04 2,605.04

23.88 23.88

11,739.32 9,978.43

1,464.80 1,464.80

129,110.25 75,544,27

34,001.67 19,530.42

$220,428.30 $142,523.50

$126,995.62 $126,99.5.62

27,185.32 27,185.32

32,713.98 32,713.98

$186,894.92

$ 33,533.38

$186,894.92

$ 44,371.42*

$142,523.50

32,713.98

* Indicates deficit.

Realizable value of assets as above
Less mortgages payable

Balance for unsecured creditors

Creditors other than officers and Olympia
Harbor Lumber Company

Balance to officers and Olympia Harbor
Lumber Company

Loss to officers and Olympia Harbor
Lumber Company

Total owing to officers and Olympia
Harbor Lumber Co.

39.65% of Olympia Harbor Lumber Company account is $ 33,594.65

$109,809.52

42,273.21

60.35%

39.65%

67,536.31

44,371.42

$111,907.73

[39]
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'

' The Olympia Harbor Lmnber Company, in mak-

ing this analysis of the account, decided that the

account was worthless to the extent of forty per

cent, or to be more exact, 39.65%."

"The pamphlet showed to me as prepared by the

United States Department of Commerce, Wood
Utilization on the Test of Scandinavian Gang Saws

on the Pacific Coast is the report submitted to us

by Mr. Oxholm as the result of this experiment.

It was prepared by the Department of Commerce,

Wood Utilization Committee and printed as a cir-

cular of that department."

Exhibit No. 6, being the pamphlet referred to,

was offered as "Petitioner's Exhibit No. 6," and

admitted in evidence.

"The machinery that was installed in the mill

was made out of cast iron and would not stand

up under the heav}^ grind that these mills are sub-

jected to. Later mills were built as the outcome of

this experiment. There was, as I recall it, four

additional mills built here on Puget Sound. They

not only received the benefit of correcting the de-

sign and all the inefficiencies we had in the opera-

tion, but they likewise were furnished with cast

steel equipment, saw frames, and carriages, all of

which had been a constant source of difficulty to us.

They likewise got the benefit of the better type of

saws that were developed after the result of this

expermient. '

'
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"We had trouble with the breakage of the

frames, [40] and it was necessary to weld them.

We had considerable breakage all the time from

the beginning."

"When the mill cuts 80,000 feet a day, and you

shut it down three or four hours for repair, that is

what costs the money. It is not the repair itself so

much as the loss of time and the overhead. '

'

"The Tumwater Lumber Mills Company could not

pay its bills, except by going to the Olympia Har-

bor Lumber Company to get the money to do it.

That was its situation. It had a plant here that

was not functioning properly and not making any

money. It had no resources to take to pay off its

debts, not only the Olympic Harbor Lumber Com-

pany, but other creditors. The only thing that kept

that company going is the fact that my brothers and

I have personally so far managed to make good,

and we obviously were not going to let any outside

creditors of the Tumwater Lumber Mills Company

suffer so long as the Olympia Harbor Lumber Corn-

pan}^ was able to help this other company. And that

is really what led to the large advances that had

been made to complete the construction—complete

the experiment. In October of 1929, the lumber

market broke; the sale price of lumber up to that

time had been $17.00, and while we were still saw-

ing on a few old orders, towards the end of 1929,

1930 sale prices opened out at about $12.00 per

thousand. We were confronted then wdth the actual
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shut-down of the plant. The question of being able

to reduce costs sufficient to operate. The Tumwater

Lumber Mills Company was not in a position to

pay its bills." [41]

"The Olympia Harbor Lmnber Company charged

oft* this account in the amount of $33,594.65 in

1929."

IRYIN W. JOHNSON

was called as a witness by and on behalf of the

petitioner and, having been first duly sworn, was

examined and testified as follows:

Direct Examination

*'My name is Irvin W. Johnson. I reside at Ta-

coma, and by occupation I am a sawmill engineer.

I have been engaged in that business for thirty-

three years. I do sawmill mechanics and efficiency

engineering. I also wreck plants. I put in two

commercial plants at Port Ludlow. I design all

kinds of engineering and different plants. I have

done appraisal work. I have examined the gang-

saw mill and equipment of the Tumwater Lumber

Mills Company. I was familiar with that equip-

ment in December, 1929. The value of the gang-

saw mill building and equipment in December,

1929, was not to exceed $35,000.00. I went over that

equipment in detail and was familiar with it at

that time."
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Cross Examination

By Mr. Lansford: "I looked the Tumwater Lum-

ber Mills Company over many times. I was in the

plant when they were constructing it and knew all

of their troubles. I did not itemize the thing then.

I based my value of $35,000.00 on an efficient and

mechanical operation. I do not think that that plant

should cost more. The machinery was light in there

and went to pieces on them, and the designing was

not proper ; it was [42] not designed properly. The

gang-saws were not laid out right. They were all

too light, and they had to reenforce the foundations

under them and put in a lot of extra concrete. They

had to put in an edger ; found they could not oper-

ate with the one edger. It would not operate the

way they were. Of course, they were not used to our

timber here. The manufacturers sent their own en-

gineers out here on that job. The engineer was here

all of the time. The foundations were put in locally,

but he was right here. They did not put them in

heavy enough. The foundations did not do the work.

I based my estimate on what the plant will do. I, of

course, could not tell in 1929 what I can say today."
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S. R. HOLCOMB
was called as a witness by and on behalf of the

petitioner, and, having been duly sworn, was ex-

amined and testified as follow^s:

Direct Examination

"My name is S. R. Holcomb. I have lived in

Olympia about twenty years. My occupation is the

real estate business. I have been engaged in that

business around Olympia since 1924. I am familiar

with the real estate and property values of houses,

apartments, and garages around Olympia. I am
still in the real estate business, but I am also Fed-

eral appraiser for the Home Owners Loan Corpora-

tion of Thurston (^ounty. That is the county in

which Olympia is located. I have done appraisal

work frequently. I was one of three appraiser in

the city of Centralia condenmation suit against [43]

the Washington Electric Company; and have been

appraiser, or called as an expert witness in road

condemnation cases; and frequently by lawyers in

a number of cases. I have acted for and in behalf

of the counties, as well as the opposing parties. I

am familiar with the ordinary house contracts as

they existed in Olympia in 1929. I am familiar with

the type of business conducted by the Tumwater

Lumber Mills Company in 1929, especially in ref-

erence to the building of houses and selling of

houses on contract. I am familiar with the values

of ordinar}^ house contracts in Olympia at that

time, and with the houses which the Tumwater
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Lumber Mills Company had sold on contract in

Olympia at that time. I think I am familiar with

every one of them. In December, 1929, they were not

worth one hundred cents on the dollar."

"After October, the latter part of October when

the first bad stock market crash occurred, the real

estate market was cut off just like it was cut off

with a knife. I do not think there was any trans-

acted in Thurston County anywhere from then on

to the end of the year, and the values on real estate

had to be arrived at as a sort of prospective value

in case they did make a sale. None of them were

made."

"There w^ere two ways of estimating the value.

As an ilhistration :—Building and loan associations

at that time, in making appraisals for further loans

on houses which they had appraised at $6,000.00

before the stock market crash, immediately began

appraising the same property around $4,000.00."

[44]

"Another way of arriving on the house con-

tracts was the discount made by firms buying these

contracts. They were discounting the contracts from

thirty-five per cent to fifty per cent to get the

money out of these contracts."

"I understand that the Tumwater Lumber Mills

Company had approximately $19,795.00 invested in

house contracts in December, 1929. They were worth

thirty-three per cent off."

"I am familiar with the apartment house as of

December, 1929. I had made an attempt to value
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it ill December, 1929. They had the place for sale.

It was listed with me, and at the time they were

trying to get, I have forgotten exactly, somewhere

around $20,000.00. According to its income, you

could never get an oft'er. I could not at that time

get an offer for anything over $16,000.00 for the

apartment house and the lot on which it stood.

They owned an adjacent lot there that, at that time,

was probably worth $1,500.00. That is my judgment

as to the value of that property. Not only mine,

but others who made offers on it."

"I am familiar with the storage garage as of

December, 1929. It is a special type building, built

for special occupancy. The l)uilding was built for

the Olympia-Grays Harbor Transportation Com-

pany to be used as a storage garage for their pass-

enger stages. It had special construction, unusually

liigh ceiling. Had to have a special kind of heat,

special light, special doors on the front. Everything

about it was special." [45]

"The building had cost $7,500.00 or $8,000.00 and

as a special occupancy building it would have no

value when the lease was up. They had a four-year

lease on it, and in December, 1929. two years of

the lease had been used so you figure at least

fifty per cent off, because they would have to com-

pletely reconstruct it to get the same rental. I con-

sider the value about $4,000.00 for the building."

''I am familiar with miscellaneous tracts of land

owned l^y the Tumwater Lumber Mills Company
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as of December, 1929. Some of it was listed with

me for sale. I am familiar with each separate

tract."

"The land carried by the Tumwater Lumber

Mills Company in December, 1929, had a cost value

of $13,910.00, and comprised approximately seven

lots. In December, 1929, it was worth $5,200.00 for

all of it together."

Cross Examination

By Mr. Lansford: "I was in each one of the

houses frequently in 1929. I am not familiar with

what they carried the houses at in their account,

whether it was a sales price or cost, or less than

cost. I based my value on the probable loan value

and the probable sales value and probable cash

value if the contractor sold the place."

"The contracts would have less value even though

the contracts were perfectly good and there was no

question about them being at exactly the price they

were sold at, and even though you were going to

get all of the money. You know what the value is at

the time by the custom. And [46] it was the custom

from October on until the end of 1929, which was

used by all real estate dealers, building and loan,

in arriving at the figure. It is the custom they

adopted arbitrarily, and every bank, every owner,

adopted that custom and did the same thing. The

reason they arrived at that figure is that the dis-

count houses, or the second mortgage men, or what-
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ever they call them there, in buying these contracts

figured the property was worth no more than what

the}- could get out of it, if they sold the contract.

They would discount thirty-three per cent to fifty

per cent. That is what was paid in cash. Just that

much money and no more. The fact that these

people have the contract to receive a certain smn

of money would not indicate it was worth that, re-

gardless of hoAv gilt edged the security was. You

do not know whether one of these contracts will

pay out. That is one of the business gambles a per-

son has to take when they buy real estate."

Redirect Examination

'*I was familiar with each one of these house

contracts in 1929. I had been in each house. I was

not familiar with the balance due, but I was

familiar with their value. I had some for sale. I sold

none after October. I believe some sold in the first

part of 1929."

OSSIAN ANDERSON
was recalled as a witness by and on behalf of the

petitioner.

Cross Examination (Continued)
•

' The first consideration given to a revaluation of

[47] the Tumwater Limiber Mills Company was

sometime in December, 1929. I believe that was when

the computation was made that has been typed

and placed in evidence as an exhibit. (Exhibit No.
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5) It may not have been set up exactly that way.

I do not recall, but I made a computation of what

the relative value of the accounts would be. The

first compilation of the percentage realizable value

as reflected in Exhibit No. 4 was made about the

time that we had our meeting in December to de-

termine the financial position of the company. I

doubt whether that particular compilation was made

at that time. I think that was made in connection

^^dth the closing of the books early in January, but

we discussed the November balance sheet or state-

ment of the company in December, and it showed

then what the situation was in general. The actual

compilation and valuation of this statement for

the purpose of determining what the company

AA'Ould do in liquidation was made, as I recall, at

the time we had our meeting in January when the

closing entries, the closing balance sheet of the year

Avas finished. I do not recall that we arrived at any

figure representing the supposed net worth of the

Tumwater Liunber Mills Company in December.

We arrived at the figure showing that the com-

pany owed $126,000.00 or thereabouts, and had two

and a half to one approximately current obliga-

tions to current assets, and obviously could not pay.
'

'

"In normal procedure, our bookkeeper rendered

a balance sheet at the end of every month showing

exactly the financial condition of the company. You

cannot get that [48] closed until the last invoice

of December comes in and sometime early in Jan-
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uaiy, I cannot recall the exact date, the exact de-

tail accounts as to the close at the end of the year

were revealed. But in December, when talking about

our November statements and the appearance of our

financial situation at that time, we discussed the

question of when and how could the Tumwater

Lumber Mills Company go on and how could it

pay its obligations. That was a general discussion."

''As to the final closing of the books all I can

cite is the usual experience we have every year. We
get all of our entries in, all of the invoices for the

last month of the 3^ear during the first week in Jan-

uary. I think that is the common practice of every

concern. They cannot close the books until some-

time in January, until all invoices have come in and

are entered ; then you draw a balance sheet and that

shows the actual condition of the business. Then

we had a meeting sometime in January and dis-

cussed these various things, and the auditor was

there who audited the books. They could not audit

the books all at once because the first three months

of the year the auditors are all busy and they try

to work a little on your books and someone's else

to get the books complete. Just when the entries

were made I don't recall, but sometime perhaps in

Februar}^ or March."

''We have two reports; the report of our own
bookkeeper which shows the balance sheet and all

of the accounts. Then we have the auditor's report

after they have gone over and audited the books.

They were two distinct reports." [49]
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"The first report we had in January. We knew

in December the financial condition of the company.

My brothers and I were all active in the business.

We know about where we are going each month.

The auditors' report by the certified public account-

ants may have been rendered sometime in February

or March, because it usually is not rendered until

just before income tax time when they just seem

to get down to the auditing of the books. Our own

bookkeeper's report was immediately after the trial

balance in January and the accountants report some-

time in March. That is the normal procedure every

year."

'^Q. And at the time both of these reports were

rendered there had been nothing done formally

about writing off any bad debt in connection with

the Tinnwater Lumber Mills Company account?

A. Yes, in December I recall making the sugges-

tion myself."

"The question was, are we going to quit this

sawmill experiment and try to stop the risks, be-

cause the Olympia Harbor Lumber Company could

not go on indefinitely paying the bills. My brothers

and I discussed it on this basis. We were responsible

morally for having taken this experiment and w^e

had to try to make good in some way and pay off

these obligations. There was outside creditors

amounting to roughly over $40,000.00 ; and I recall

personally making a suggestion that there be

charged off a reasonable amount that could be con-
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sidered certainly as an uncollectible obligation of

the Tuinwater Lumber Mills Company on the

Olympia Harbor Company's [50] books. And to

charge it off as a bad debt and leave it in a special

account so it could always be shown where it had

been charged."

''And I made that suggestion to my brothers, be-

cause I was not there constantly, but I was down

generally two or three times a month, and we had

this informal business discussion in December."

''We have no stenographer who takes down the

dictation, nor do we keep any particular minutes

except when there is a general annual meeting or

anything involved as of a corporate nature where

it requires a formal meeting. But this is when the

discussion was had about this account and the

question of whether w^e should continue to spend

any more money on further experiments to develop

that mill and complete it."

"As far as the directors of the company were

concerned they decided in December to charge off

this debt at my own suggestion. The amount, as I

recall, was about forty per cent of the accounts of

the Tumwater Lumber Mill Company's indebted-

ness to the Olympia Harbor Lumber Company. We
discussed the relative value of this account; the

possibility of it being about to be collected. If you

li)ok at the records as it appeared by the November

trial balance, you will see that the company owed

$82,000.00, and obviously did not have enough cur-
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rent assets to pay off the outside creditors. The total

account could not be paid. The sawmill itself was

still an experiment, and the lumber busi- [51] ness

future at the end of 1929 was more than uncertain.
'

'

''While there may not be any particular formal

document in this discussion I do remember having

offered a suggestion and said to be sure that would

be handled when the books are closed, because the

Tumwater Lumber Mills Company cannot pay that,

and put it in to a special account so if it is ever

collectible it is there and it will account for itself."

"We were not at that time considering the setting

up of a reserve for the possibility of a loss. We
charged it right off, as a matter of fact, in the light

of subsequent events, the whole account should have

been charged off, but we tried to be conservative

about it. The Olympia Harbor Lumber (-ompany

had $85,000.00 due it from the Tumwater Lumber
Mills Company; the Tumwater Lumber Mills Com-
pany did not have money to pay one cent of it, and

had other creditors to whom my brothers and I were

morally responsible, who must have their money
first."

"You would not sit down with a pencil at the

moment to devalue the accounts like was done in

January. That is the collateral detail which any ac-

countant would do. If you were asked, what is that

concern worth in liquidation, obviously they arrived

at even less conservative figTire than arrived at by
us in January."
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•'Q. When this balance sheet was given to you

in January by your own bookkeeper why didn't

you take action at that time? [52]

A. Well, the usual procedure down there is

—

we may not have the most perfect bookkeeping sys-

tem nor the best of mechanics."

'^We have relied a great deal upon the certified

public accountants who have always steered us on

our bookkeeping at the end of the year. Closing

entries and setting up opening entries for the year

is usually handled by them."

"Our bookkeeping is usually confined to the trial

balance taken off the books as they are, and un-

doubtedly when the auditors go through the books

they find a lot of entries that may not l^e in the

proper accounts back and forth, and usually they

go over that and make corrections so as to bring

the books up to a point of certification by them, and

that is the normal procedure we have followed. I

believe that is perhaps general of concerns of that

type."

'^Q. And Avhen the accountants rendered their

statement to you, was it that time—after you got

that statement that you decided to make a formal

entry charging this account down ?

A. Well, as far as I remember we adjourned our

meeting and agreed that the amount of approxi-

mately 40 per cent on the accounts receivable from

the Tumwater Lumber Mills Company was to be

charged off.
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Q. When was that formal meeting ; after you re-

ceived the accomitant's report *?

A. The meeting I am speaking of was December,

1929, when we had the meeting and discussed our

affairs, [53] and the question of whether we can

continue on to risk other money for the Olympia

Harbor Lumber Company in trying to carry out

this venture. That is when the decision was made,

and instructions were left with the Board of Di-

rectors, Trustees, we call them, five brothers, we

probably appreciate the meetings are not quite as

form as if subscribed by strangers, but that was

our decision."

"I am sorry I cannot answer you just exactly

when the official pencil notices were made on the

books. We so agreed as trustees, in December that

the amount of forty per cent of indebtedness of the

Tumwater Lmnber Mills Company was to be charged

off in the closing of the books. I did not keep the

books. I do not know when it was actually carried

out. I am sure my brother of the Ol^Tnpia Harbor

Lumber Company gave instructions to the book-

keeper. The bookkeeper is busy—one man doing all

of the work in that mill, invoicing lumber and what

not. He probably waited until the auditor had gone

over the records. The actual entry, I don't believe,

had anything to do with the case, because we decided

in December that the whole account of the Tum-
water Lumber Mills Company was a bad debt. And
as subsequently happened, it has never been paid.
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It was a deductible debt. Forty per cent of it was

a conservative deduction. We determined forty per

cent of tliis account to be worthless in 1929, and

that we would charge that amount off as a loss. The

whole account was obviously a bad account.''

•'Q. ^AHien were exhibits 4 and 5 presented to

you as a completed computation showing that 39.65

per cent of [54] that account should be charged off ?

A. Well, as I remember it, in January I think

I asked the question if somebody had really pre-

pared a statement to show the realizable values of

the assets of the Tumwater Lumber Mills Company.

I would like to see, if you please, what they amount

to and whether it is this statement that was prepared

or something similar. However, I remember that

approximately 40 per cent was decided on as an

amount to be charged off.

Q. Approximately how much?
A. 40 per cent.

Q. 40 per cent?

A. Now, this statement probably was compiled

in January after the closing—they got a trial bal-

ance of the books.

Q. Do you, or do you not know, when it was

compiled ?

A. I don't know definitely, I couldn't answer.

Q. You could not say whether January, Febru-

ary, March of this year, could you?

A. No, it is difficult to remember. I cannot say

when that particular statement was prepared."
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"When the installation of the Swedish machinery

was first considered I knew that there was a lack

of facilities for handling logs of around ten or

twelve inches in diameter, and that it would be very

desirable to have machinery which would take care

of cutting up timber of that [55] size. That is the

basis on which we were willing to take the risk to

build the plant. It was a business venture."

"The engineer of the Swedish Machinery Com-

pany was the man I had my principal discussion

with. He had been sent out by Mr. Oxholm with

recommendations. The mill started in 1929, but we

decided to go ahead and order machinery and build

the plant in 1928."

"Q. In this pamphlet it says they started the

investigation around 1916.

A. That is the Department of Commerce, yes,

and the Wood Utilization Committee.

Q. And this report made by the National Com-

mittee represents the results of the investigation

that was made largely in your plant, and the pic-

tures in there and drawings are largely of your

plant, or are they all together?

A. They are all together. They pay a glowing

tribute to the success of the gang mill operations.

Q. And that report was made by the department

investigators in close cooperation with the officers

of your plant?

A. Nothing, we knew nothing about it. It was

done at Washington, D. C.
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Q. Where did they get their information?

A. They came out, Mr. Oxholm spent a week

there i3ersonally. He is chairman of the Wood Uti-

lization Committee, and that comprises five or six

manufacturers [56] throughout the United States,

who act as business men in the search department

of Wood Utilization."

"The committee obtained their information

through Mr. Morse, of the Long-Bell Lumber Com-

pany, one of the members of the Committee. He
wa^ requested during the start of the operation of

that plant to send men up to get all of the detail

information for Mr. Oxholm in Washington."

"Likemse, Mr. Oxliolm had spent a week there

while the plant was running, took measurements

and pictures and made some speeches around the

Northwest about the wonderful thing we now had,

a plant that would utilize this small timber that

we had heretofore left in the woods. They came

to our plant and got the information."

"I cannot tell what portion of their figures they

got from us and what portion they calculated them-

selves. I know that the enterprise was considered

a success from the standpoint of actually sawing

lumber that way, ^vhich was a new way of sawing

lumber out here, and the only difference between

it is that the whole log goes through these machines

instead of being turned on the carriage and ])eing

sawed past the band-saw."

"I recall having seen this j^amphlet all over the

United States as result of the work, of the efforts
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of the Wood Utilization Committee headed by Mr.

Oxholm, Department of Commerce. This gangsaw

operation was brought to the United States and

proven a feasible operation. As the result of it

there was three other mills built here on Puget [57]

Sound before the sawmill business went down alto-

gether in 1930."

''The only man that could answer how the report

was gotten is Mr. Oxliolm, because he compiled it.

We had nothing to do with that report. In fact,

it was sent to us as a surprise by Mr. Oxholm, and

he said he thought we would be pleased to see the

pamphlet. There were people from all over the

country who came to see the mill as a result of

that booklet, which was edited by the DejDartment

of Commerce. Mr. Morse, the general manager

of the Long-Bell Company and a member of the

Conmiittee, and several of his engineers made visits

to the plant and conducted tests. That was after

1929. They wrote Mr. Oxliolm what the findings

were. The reports were written b}^ experienced lum-

ber men."

"One thing they forgot, which wasn't obvious

at the time they made their report, is that small logs

that were not utilized at the time, as the result of

three more mills being built there was not enough

to go around, and a premium v/as paid for those

logs before the end of 1930. A premium had to be

paid to secure logs to cut in the gangsaw mill."

"Q. That competition then and the drop in the

market at the end of 1929 determined how valuable

this plant would be ?
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A. No. I may be Avrong about this whole case,

how it is arrived at. Our conchisions were arrived

at because we had a company that could not pay its

debts. [58]

Q. It did not have a chance to pay its debt with

you?

A. It had no chance to pa}^ it ?

Q. That is true.

Q. Had we known the mill was going to cost

us $85,000, obviously we couldn't find enough money

to build it."

The costs that were testified to for the two gang

mills were the estimates of the engineer."

"In addition to the breakages and the replace-

ment of the foundation, and the replacement of

saws, other additions were made that entered into

the $30,000.00 or more additional cost over and

above the estimate. There were the rei)airs of

broken machinery, changing and moving it around;

adding an edger and a planer because the limiber

was supposed to be so perfectly sawn you could sell

it in the rough. That is the princijjle of the gang

mill; full sawn, accurately sawn Imnber."

"We had to have a planer to surface it, because

in this hard lumber it would not be smooth enough.

And instead of handling it by hand pilers, to cut

economies in handling limiber, we had to put in a

crane. '

'

"'Those are the items I recall distinctly, but the

big addition to cost of that plant comes from the
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fact that if you start a crew of twenty-eight men in

a normal mill, you run steady. If you have a mill

where this log worked through all right, but the

next one something broke, the [59] first thing you

have a two-hour shut-down, the men drawing pay,

your power bill going on just the same, the saws

idling, all that sort of thing has a bearing on adding

to the cost of starting a new experiment of this

sort."

"So to define exactly where the main errors were

in the type of saws, the design of the mill, the ar-

rangement of the machinery, the shortage of edging

and trimming capacit}", and the fact that we could

not sell the lumber in the rough. We had to install

a planer to surface it just as we did here before,

whereas they don't do that in Europe."

''The planer we bought cost something like

$5,500.00. The edger about $4,000.00. The equip-

ment that goes with the planer, proper installment

of it with motors and power equipment, another

$2,500.00. The foundation work, the new concrete

slabs that had to be poured, and bracing it with

piling work, probably $2,000.00. A new set of saws

for those frames and spares, around $1,500.00. You
have to have several sets, one set in the frame and

one spare. Onything that was pureh^ repairs was

charged as repairs, but the rearranging of machin-

ery, which means tearing up floors and joists and

moving this edger to this place, and this conveyor

to that place, that was added to the cost of the

mih, because it would not work without it."
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''Wliat we had to do was first rearrange and build

a new foundation under the two gangs before we

could saw logs. Then after that we had to add

edgers and rearrange all the edgers that was origi-

nally anticipated would do the work. [60] And add

to the trimming table so as to balance up the mills

so it would operate."

''Ahead of the gang-saws there are some carriers

with joists (jaws) that come in and gral^ the log

and hold it steady in the frame. They showed up

right away that they would break. They were made

out of cast iron instead of cast steel. Our logs are

probably twice as heavy as were used for the design.

The saw frames would not stand up. They ran hot

and the frames began to crack, and we had to put in

cooling devices; the Swedes never knew anything

about how to cool them off. The foundation, while

it was piles driven and solid concrete, it wasn't

spread far enough to take care of this vibration. '

'

"So I cannot see that you can say any of the ma-

chinery was satisfactory. It demonstrated the theory

of sawing, which has been corrected; other mills

have been built since that time, everything has been

built heavier and out of cast steel instead of cast

iron, and everyone else got the benefit of our experi-

ment. '

'

"Q. Outside of an}^ breakage due to defective

machinery were you made allowance by the maiui-

facturers 1
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"A. I don't thinlv so. As a matter of fact the

manufacturer took—you asked me today what this

10% was for. They said if we would pay in cash,

as I recall, we would get 10% discount. But I am

uncertain about that. But we paid the bill for the

machinery as invoiced. We complained about these

things. It takes four months to get a spare part

from Sweden. So we made patterns and had cast-

ings made locally here. Today you can buy prac-

tically all of these castings in Seattle." [61]

"I do not recall whether there were any refunds

on account of breakage in machinery. The mill could

not have been sold at all. The percentages in Ex-

hibits 4 and 5 were not our estimates of what the

mill would sell for at one time. They were just arbi-

trary figures. If you tried to sell that mill as it was

in 1929, all you got for it was junk value, and the

buildings were on a leasehold. You couldn't realize

over fifty per cent or forty per cent of the cost of

that plant at a forced sale at that time. Nobody

would buy it."

"Q. That was the same basis you used in deter-

mining the accounts receivable values'?

A. No, sir.

Q. What basis did you use for charging off some

20 per cent of your accounts receivable as being

worthless to that extent?

A. Well, that is the normal experience on retail

lumber accounts.

Q. The same applies to accounts receivable retail,

wholesale and others ?
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A. No. The other accounts receivable are your

house contracts. And the normal experience there

is about 15 per cent to 20 per cent loss.

Q. Your inventories were broken down on a

quick sale basis?

A. Yes, I think they were broken down—they

were credited with 15 per cent reduction. [62]

Q. You had to go out and get somebody to buy

the whole bunch ?

A. Yes.

Q. Instead of selling it out in the normal pro-

cedure ?

A. In lumber it is difficult to get the full book

value for it."

"As I explained, the stock of other corijorations

had no market value. We took an arbitrary figure

which was somewhat near the price the units were

sold at."

"I w^ould say that the Tumwater Lmnber Mills

Company had gotten into full swing from the sale

of lumber from this particular type of plant by the

end of 1929. The only market we had was where

somebody would buy rough lumber, and that is pri-

marily in Europe. I think we were selling what

little we sawed. '

'

"I don't think the Ohnnpia Harbor Lumber Com-

pany ever demanded pajTnent for the amount due it

by the Tmnwater Lmnber Mills Company. I think

the entries were just open entries. As they gave

them a check they charged it to them. If there are

anv notes I don't recall."
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"We used the balance sheet of the Olympia Har-

bor Lumber Company for making borrowings from

the banks. I don't think we were borrowing any

money from the ])anks in Olympia at that time. The

money which was advanced by the Olympia Harbor

Lumber Company was the working capital and large

inventories that they had been reducing in 1929.

There was no [63] understanding as to how long

this account would run between the corporations. It

was handled just like any other corporate account

as far as I recall."

Petitioner's Exhibit No. 7, being the letter dated

October 8, 1931, by Mr. Oxhohn of the National

Committee on Wood Utilization of the Department

of Commerce as offered by petitioner and admitted

in evidence.

EXHIBIT VII.

DEPARTMENT OF COMMERCE
Office of the Secretary

Washington

October 8, 1931.

Tumwater Lumber Mills Company, Inc.,

Olympia, Washington.

Dear Sirs:

At your request, I am glad to state that the erec-

tion of your sawmill in Oh^mpia was part of the

program of the National Committee on Wood Uti-

lization of the Department of Commerce, to ascer-
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tain whether Swedish gang-saws could be used on

the Pacific Coast.

As we expected, many difficulties were experienced

in the installation of the machinery and in finding

a solution to the question of the most efficient com-

bination of American and Swedish machinery in

your mill. The pioneer work which the Tumwater

Lumber Mills Company has done, and its aid in

helping us to demonstrate the efficiency of gang saw

machinery, are keenly appreciated by us.

As you know, your example lias been followed by

a number of sawmills on the Pacific Coast, that are

now receiving the benefit of your pioneer experi-

ment.

I am inclosing a copy of our j^ublication, "Test

of Scandinavian Gang Saws on Pacific Coast," in

which we give you full credit in the foreword.

Very truly yours,

AXEL H. OXHOLM,
Director.

Inclosure. [65]

''The Olympia Harbor Lumber Company loaned

this money when we determined to build the mill.

My brothers and I owned both companies. The Tum-
water Lumber Mills Company originally was in the

lumber business. It had quit the liunber business

and came into the building business, which was also

petering out. The reason that we determined to

build that plant by the Tmnwater Lumber Mills

Company was that the different brothers worked in



vs. Com/m. of Internal Revenue 11

(Testimony of Ossian Anderson.)

two different sawmills and they could better man-

age it under the Tumwater Lumber Mills Company.

It had to be determined where we were to get the

mony to build the plant, and we agreed to get it

from the Olympia Harbor Lumber Company."

"It would serve the purpose of the Olympia Har-

bor Lumber Company to loan that money only in

that the two companies, being virtually side by side

there in Olympia, the two of them would have

larger capacity in shipping and selling their lumber

and it would work to the advantage of the sales of

the product that way."

''The Olympia Harbor Lumber Company expected

to get [64] that money back. It was not that the same

people owned both, and that we were really using the

mone}^ as an investment in the Tumwater Lumber

Mills Company."
'

' The Olympia Harbor Lumber Company expected

to get the money back. It sold the lumber it used

in the building of the plant. That was bought from

the Olympia Harbor Lumber Company, and it was

a loan which we all said that the Tumwater Lumber

Company would be able to pay out of the earnings

of its business. Of course, it was not the kind of a

loan that was made to any outsider. We had the

money available in one company and used it in an-

other.
'

'
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ROBERT T. KNiaHT

was called as a witness on behalf of the petitioner

and testified as follows

:

Direct Examination.

"My name is Robert Knight. I am a certified

public accountant, and one of the associate counsels

in this case. I am resident manager of the Samuel

F. Racine and Company. I have had charge of the

OlymjDia Harbor Lumber Company's books and been

their auditor for nine years, and the Tumwater

Lumber Mills Company for the same length of time.

I prepared the protest in this case."

'^What Mr. Anderson said in reference to the

closing entries is actually true. It is a fact that

their bookkeeper does prepare monthly reports and

always does so, because they wish to know the re-

sults of their monthly operations. At the time I was

prepared to audit, the l)ooks [_(y6^ had been closed.

That was, as I say, an accepted practice, and I

went ahead and made the audit in a customary man-

ner, and, also, as was customary, I discussed the

report in the rough with Mr. Arthur Anderson. He
immediately asked me where the allowance was for

the Timiwater Lumber Mills Company account. I

told him I knew nothing about tliat. He said that

should be made. I said, 'How much are you going

to charge off?' And the figure was given to me for

my approval. It was their own opinion upon which

this charge-off was based. So I said, 'If that is what

you want to do that is fine, go ahead and do it.' So

they did it. They handed the information to their
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bookkeeper, who went ahead and made the entry."

"Q. Did he discuss with you, or tell you at that

time what the company had decided at the meeting'

in December, 1929?

A. He said they had decided to write this off.

Q. Referring specifically to that meeting?

A. I happened to know that they customarily had

meetings around Christmas. As a matter of fact,

another matter had been discussed with me—nothing

to do in particular with the closing of the books

—

during the Christmas holidays. At that time I did

see Mr. Ossion Anderson in Olympia. I am confi-

dent that the thing was discussed in 1929, because

it is their habit to be quite methodical in the han-

dling of their affairs.

Q. Did you take care of the setting up of the

accoimt and writing off the bad debt? [67]

A. Yes. They had not decided as to the ter-

minology. The terminology that was used wa.s my
own, admittedly. My thought was this: Naturally,

as accountants we try to look at good bookkeeping

procedure. The first thought was to me, credit the

Tumwater Lumber Mills Company account with the

amount of this charge-off of some $33,000. To do

so, would, from a bookkeeping standpoint, immedi-

ately throw out of agTeement the account that is

on the books of the Olympia Harbor Lumber Com-

pany with the account that was on the books of the

Tumwater Lumber Mills Company. As I say, that

is just bookkeeping procedure."
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^'Naturally, we tr}" to keep reciprocal accounts

always in agreement. Therefore, as I remember

the terminology used, we created an account, 'Re-

serve for possible loss of Tumwater Limiber Mills

Company account.' That account to be used as a

specific off-set against that specific account. No other

accounts whatsoever were included in that account,

because the company had been in the position of

charging off actual bad debts when ascertained."

Cross Examination

"I cannot remember the exact date that I ren-

dered my report, but I would imagine somewhere

in the neighbodhood of March. I know there were

no minutes of the meeting, because it has never been

their practice to write up minutes except once a

year for the election of officers. [68] I did not com-

pute Schedule 4 and 5, and had nothing to do with it.

At the time of my audit there was presented to me
a handwritten schedule from which this has been

copied. They presented it to me. They said this is

how we arrived at this thing. As I told you, my
report was in the rough when I discussed it with

Mr. Arthur Anderson. I wrote up the entry in the

form that I thought it should be written up. The

bookkeeper of the company actually made the entry.

That sum was credited to the reserve I mentioned a

moment ago, 'Special reserve for possible loss in

Tumwater Lumber Mills Company account.' It was

charged against the surplus account for this reason

:
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(Testimony of Robert T. Knight.)

The books had been closed. The profits for the year

had been closed into surplus. Consequently the only

way you could charge it against those profits was

against surplus. For bookkeeping procedure it was

not charged on the books with the account of the

Tumwater Lumber Mills Comi)any, but was charged

against surplus and credited to a special reserve.

That is the way it was reflected in the income tax

return. I made up the income tax return. The re-

serve is not at variance to the way the books are

actually kept.
'

'

''I thirds it will be agreed that the common ac-

counting practice permits the correction of the

profits of a year or maybe several preceding years."

"As we all know, the results of a corporation's

profits or losses are closed into surplus. If a subse-

quent examination of a company's accounts discloses

something that belonged in that particular year,

whether it be an income or an expense or a loss, the

only way you can correct it is to [69] do so through

the medium of surplus."

"In this case, if the books had not been closed I

would have changed my entry only to this extent:

I would have charged to the bad debts account, and

I would have credited to the same account I did

use, special reserve and so forth, but in view of the

fact the books had been closed—in other words, all

of the other bad debts had been closed out to profit

and loss, and profit and loss closed to surplus, the
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(Testimony of Robert T. Knight.)

only way I could get it in there was to charge it to

surplus."

"Where you have reciprocal accounts between two

peo]3le or two companies it is only good bookkeep-

ing that you want to keep those accounts in exact

agreement. In other words, had we credited this

$33,000.00 item to the account of the Olympia Plar-

bor Company the effect would have been to throw

this account out of agreement with the reciprocal

account on the books of the Tumwater Lumber Mills

Company. Now, for bookkeeping convenience only,

and that is exactly what I had in my mind, I wanted

to keep that account in exact agreement. Possibly

my terminology is wrong, but I do know the inten-

tion is sound."

Redirect Examination.

"That entry was made in order to keep the par-

ticular item charged off absolutely distinct. That,

and the fact that bookkeeping convenience de-

manded it to be kept separate. The bookkeeper of

the Tumwater Lumber Mills Company did not know
how to handle that account. '

' [70]

"When Mr. Anderson told me about this, the

bookkeeper told me he had never heard about the

decision, which is nothing uncommon because as I

remember correctly he was not taken in to the

utmost confidence; he was purely a clerk."

The usual customary accounting practice as to

the closing of the books of firms of this type varies.

In my own experience, there are some people who
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will not touch their books until we get on the job.

Other places they go ahead and close, and six months

(Testimony of Robert T. Knight.)

later we are called in to audit the closing. And we

find six months later that they made mistakes which

we have to correct. And we still make those correct

entries for them and readjust them. And from an

income tax standpoint, file amended returns reflect-

ing the corrections." [71]

The foregoing is all of the material evidence ad-

duced at the hearing before the Board of Tax Ap-

peals, and the same is approved by the undersigned,

as attorney for the petitioner on review.

THOMAS N. FOWLER
Attorney for Petitioner on Review.

The foregoing evidence is all of the material evi-

dence adduced at the hearing before the Board of

Tax Appeals, and the same is approved by the

undersigned, Robert H. Jackson, Assistant General

Counsel for the Bureau of Internal Revenue, as

attorney for the Commissioner of Internal Revenue,

(s) ROBERT H. JACKSOX
Assistant General Counsel for the

Bureau of Internal Revenue.
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The foregoing is all of the material evidence ad-

duced at the hearing and in order that the same may
be preserved and made a part of the record, this

statement of evidence is duly approved and settled

this 9 day of August, 1934.

(s) C. ROGERS ARUNDELL
Member, United States Board of

Tax Appeals.

[Endorsed] : Filed Oct. 9, 1934. [72]

[Title of Court and Cause.]

AMENDED PRAECIPE FOR THE RECORD
To the Clerk of the United States Board of Tax

Appeals

:

YOU WILL PLEASE prepare and, within sixty

days from the date of the filing of the petition for

review in the above entitled case, transmit to the

clerk of the United States Circuit Court of Appeals

for the Ninth Circuit, certified copies of the follow-

ing documents:

L The docket entries of the proceedings before

the United States Board of Tax Appeals in the

above entitled case,

2. Pleadings before the Board,

3. Findings of Fact, opinion and decision of the

Board,

4. Petition for review,

5. Statement of the evidence settled or agreed

upon.
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6. All orders enlarging time for filing statement

of evidence, not included in record,

7. Exhibit No. 6 (to be sent up as a physical ex-

hibit upon order of the court),

8. This praecipe.

The foregoing to be prepared, certified and trans-

mitted as required by law and the rules of the

United States Circuit Court of Appeals for the

Ninth Circuit.

THOMAS N. FOWLER
Attorney for Olympia Harbor

Lumber Comi^any,

Petitioner.

Service of a copy of the within praecipe is hereby

admitted this 12th day of October, 1934.

ROBERT H. JACKSON
Attorney for Respondent.

[Endorsed] : United States Board of Tax Appeals.

Filed Oct. 12, 1934. [73]

[Title of Court and Cause.]

CERTIFICATE

I, B. D. Oamble, clerk of the U. S. Board of Tax

Appeals, do hereby certify that the foregoing pages,

1 to 73, inclusive, contain and are a true copy of

the transcript of record, papers, and proceedings on

file and of record in my office as called for by the

Praecipe in the appeal (or appeals) as above num-

bered and entitled.
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In testimony whereof, I hereunto set my hand and

affix the seal of the United States Board of Tax

Appeals, at Washington, in the District of Colum-

bia, this 31st day of Oct., 1934.

[Seal] B. D. GAMBLE,
Clerk,

United States Board of Tax Appeals.

[Endorsed]: No. 7682. United States Circuit

Court of Appeals for the Xinth Circuit. Olympia

Harbor Lumber Company, a Corporation, Peti-

tioner, vs. Commissioner of Internal Revenue, Re-

spondent. Transcript of the Record. Upon Petition

to Review an Order of the L^nited States Board of

Tax Appeals.

Filed November 24, 1934.

PAUL P. O'BRIEN,
Clerk of the United States Circuit Court of Appeals

for the Ninth Circuit.
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Circuit Court of Appeals of the United States,

for the Ninth Circuit.

No. 7682

OLYMPIA HARBOR LUMBER COMPANY,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

BOND FOR COSTS ON APPEAL.

KNOW ALL MEN BY THESE PRESENTS
That we, Olympia Harbor Lumber Company, as

Principal, and Hartford Accident and Indemnity

Company of Hartford, Connecticut, as Surety, are

held and firmly bound unto the Commissioner of

Internal Revenue and/or the United States of

America in the penal sum of ($250.00) Two Hun-

dred Fifty and no/100 Dollars, to be paid to the said

Commissioner of Internal Revenue and/or the

United States of America for the payment of which,

well and truly to be made, we bind ourselves, and

each of us, and our successors and assigns, jointly

and severally, firmly by these presents.

Sealed with our seals and dated the 29th day of

May, 1934.

WHEREAS the above named Olympia Harbor

Lumber Company is filing, or is about to file with the

United States Board of Tax Appeals a petition

for review of the board decision in respect of the

tax liability of the above petitioner for the calen-
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dar year 1929 by the Circuit Court of Appeals of

the United States for the Ninth Circuit to reverse

the tinal order of redetermination rendered in the

above cause and dated the 25th day of April, 1924.

NOW, THEREFORE, the condition of this obli-

gation is such that if the above named Olympia

Harbor Limiber Company shall pay to Commis-

sioner of Internal Revenue and/or United States of

America, all costs and damages that may be awarded

against it on the appeal or the dismissal thereof,

not exceeding the sum of Two Hundred Fifty and

no/100 ($250.00) Dollars, then this obligation to be

void, otherwise to remain in full force and effect.

OLYMPIA HARBOR LIFMBER
COMPANY

By THO^IAS N. FOWLER
Its Attorney,

Principal.

HARTFORD ACCIDENT AND
INDEMNITY CO]MPANY

[Seal] By HAROLD BISHOPP
Attorney-in-Fact,

Surety.

Approved: This 3d day of December, 1934.

CURTIS D. WILBUR,
Senior U. S. Circuit Judge.

[Endorsed] : United States Board of Tax Appeals.

Received Jun. 12, 1934.

[Endorsed]: Filed Dec. 3, 1934. Paul P. O'Brien,

Clerk.
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No. 7682

IN THE

United States

Circuit Court of Appeals
FOR THE NINTH CIRCUIT

OLYMPIA HARBOR LUMBER COMPANY,
a corporation,

Appellant (Petitioner)
,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Appellee (Respondent).

APPELLANT'S BRIEF

UPON PETITION TO REVIEW AN ORDER
OF THE UNITED STATES BOARD

OF TAX APPEALS.

STATEMENT OF THE CASE

This is an appeal from the decision of the

United States Board of Tax Appeals rendered

April 25, 1934. The Olympia Harbor Lumber Com-

pany (petitioner) in its 1929 income tax return

claimed as a deduction a loss on account of a bad

debt in the amount of $33,594.65, the same being

40 per cent of the account of the Tumwater Lum-



ber Mills Company. The Commissioner disallowed

that loss and the Board sustained the Commis-

sioner.

The Board sustained the petitioner on another

point, but that decision has not been appealed from

by the Commissioner.

On December 31, 1929, the Tumwater Lumber

Mills Company was indebted to the Olympia Har-

bor Lumber Company in the amount of $84,722.41.

(R. 38) In December, 1929, the said account was

determined by the trustees of the petitioner to be

worthless to the extent of approximately 40%

(39.65%) (R. 40, 41, 50) and $33,594.65 was then

charged off as worthless. (R. 52) The book entries

were made as a part of the final closing entries for

1929 but actually a few weeks after the close of

the year. The tax involved is $3770.35. (R. 25)

The real question involved is whether or not the

petitioner was entitled to deduct and did properly

deduct the loss on account of the bad debt of the

Tumwater Lumber Mills Company.

For convenience petitioner will be referred to

as the Olympia Harbor Company and the Tum-

water Lumber Mills Company as the Tumwater

Company.



STATEMENT OF THE EVIDENCE
The immediate facts of the case are compara-

tively simple, but to properly decide the issues it is

necessary that the history and relationship of the

Olympia Harbor Company and the Tumwater Com-

pany (the debtor) be understood. In 1919 six

brothers known as the Anderson brothers who were

residents of Olympia, Washington, became the

owners of the Tumwater Lumber Mills Company at

Tumwater, which is a few minutes' drive from

Olympia, Washington. (R. 31) The brothers were

equal stockholders and by their own efforts the

business was successful. (R. 31)

In 1924 the bank with which the company had

been doing business suggested another business

venture. A defunct mill had come into the hands of

the bank and it offered an attractive proposition to

the Tumwater Company. The trustees of that com-

pany did not desire to involve the Tumwater Com-

pany with any new venture of that type. Therefore

the same stockholders formed a new corporation,

the Olympia Harbor Lumber Company (the pe-

titioner), separate and apart from the Tumwater
Company in every way. (R. 32) The two com-

panies were always kept separate. When any of

the stockholders worked for one company and later



for the other, the separate companies paid the sal-

ary accounts. The bookkeeping and all business

transactions were absolutely separate. (R. 32)

This condition existed up to and at the time of the

trial.

The two companies had in prior years filed con-

solidated returns (R. 24), but under the Revenue

Act in force in 1929 the two companies could not

make a consolidated return. (R. 24)

The log supply of the Tumwater Company even-

tually gave out and the mill was abandoned. The

company entered the field of fabricated homes,

(ready cut), and erected homes for sale in Olym-

pia. (R. 32)

About that time (and for some time prior there-

to) the United States Department of Commerce

through the Wood Utilization committee headed by

Mr. Oxholm, had conducted experiments with the

Swedish gang saw, hoping to develop a method of

utilizing the small logs (12" and under), which had

always been allowed to remain on the ground in

the woods. (R. 33)

Mr. Oxholm had spent a year in Sweden study-

ing the problem. In Sweden of necessity they had

to use a small spruce log and a special gang saw



had been developed. (R. 33) The principle used

in the gang saw mill was entirely different from

any used in the saw mills of the United States.

The gang saw is a series of saws set in a frame in a

vertical position. The set of saws is operated in a

rapid up and down motion whereby the whole log

is cut up into boards of certain widths at one saw-

ing. (Pet. Ex. 6) The theory of the gang saw

lumber was that it would be so perfectly sawed that

it could be sold in the rough without the operation

of planing or surfacing. ''That is the principle of

the gang mill—full sawn, accurately sawn lum-

ber." (R. 70) Mr. Oxholm believed that the gang

saw principle could be successfully used in the

United States and especially in the Pacific North-

west.

The experiments had reached the stage where it

was necessary that a mill be equipped with the

Swedish gang saws and put in actual operation.

Mr. Oxholm approached several mills with the

proposition that they erect a gang saw mill and

try out the experiment. (R. 33) The Tumwater

Company was approached.

A Swedish engineer referred by Mr. Oxholm

came out and submitted an estimate as to the cost

of the plant and equipment, which was suggested to



the Tumwater Company. The engineer's estimate

(Pet. Ex. 2, R. 33-34) for a two gang saw mill was

$54,875.00. The Tumwater Company had no saw

mill at that time. (R. 32) It was finally persuaded

to undertake the experiment and go back in the

lumber business again. It had no funds with which

it could finance the erection and equipping of a

mill. (R. 35) It was decided to borrow the neces-

sary funds from the Olympia Harbor Company as

that company had ample funds available. It was

agreed that said necessary funds should not exceed

$55,000.00 as estimated by the Swedish Engineer

referred by Mr. Oxholm and were to be repaid by

the Tumwater Company. (R. 77)

The Swedish engineer planned the mill in detail

and suggested the type of machinery. Most of the

machinery was manufactured in Sweden and could

not be obtained in the United States. It was agreed

that the total investment should not exceed $55,-

000.00. (R. 35) Ground was leased (R. 36) and

the buildings were started. The machinery was

ordered, to arrive when the buildings were finished.

(R. 35) The experiment was started in 1928. (R.

33) By the Fall of 1929 the plant was in produc-

tion. (R. 67) By the close of 1929 the petitioner

had advanced to the Tumwater Company $84,-



122Al, (R. 38) an amount far in excess of the

$55,000.00 maximum estimate placed upon the

project by the Swedish engineer and trustees of

Tumwater Company and the amount that it had

been agreed should be advanced by the Olympia

Harbor Company.

Trouble seemed to beset the experiment from

the first. There were innumerable delays beyond the

control of the Tumwater Company. When machin-

ery, which had been ordered from Sweden was ex-

pected in Puget Sound waters ; the Tumwater Com-

pany was advised that one of the ''gangs" had been

lost overboard in transhipment at Rotterdam. (R.

36) The machinery finally arrived in Puget Sound

waters after five months' delay. (R. 36) When the

mill finally started operations it was discovered

that the foundations of the gangs as planned by the

Swedish engineer were too light; there was too

much vibration. The two foundations had to be re-

built and reinforced by a large connecting slab of

reinforced concrete. (R. 36, 72)

The frames of the gang saws were found to be

too light; they were made out of cast iron and often

broke. There was the same difficulty with the car-

riages. (R. 36, 72) This naturally caused innum-

erable shut-downs and delays. (R. 37, 38, 51)
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Welding was a heavy expense also. The gang saws

as developed and manufactured in Sweden were

satisfactory for use there, but they were found to

be entirely inadequate to handle the hard and

pitchy Douglas Fir logs of this part of the Pacific

Northwest. (R. 36, 37, 38, 72) The gang saw

frames would overheat and a special cooling system

had to be developed and installed. (R. 72) It was

found that additional machinery was necessary

and the mill had to be rearranged. (R. 70, 71-72)

There had to be added a planer and a heavier and

much larger crane. (R. 70) The saws used in

Sweden could not be used here. Special saws had

to be developed. (R. 38) This was because of

the heavy, hard and pitchy logs of this section of

the country. (R. 36) During these delays and in-

numerable break-downs the men were drawing pay

;

the power bill was going on just the same. (R. 70,

71)

The experiment continued with these innumer-

able delays. It attracted not only local, but nation-

wide interest. Visitors came from all over the

country. (R. 69) Other gang mills were later con-

structed by other people (R. 69), and they all prof-

ited by the experiment conducted by the Tumwater

Company in behalf of the Department of Wood
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Utilization of the United States of Commerce. (Pet.

Ex. 6 and 7) Mr. Oxholm of the Wood Utilization

Committee of the United States Department of

Commerce credits the Tumwater Company with

conducting this experiment and pioneering in the

field of gang saw mill operation. (Pet. Ex. 7)

Even when the plant was finally in operation

and producing there were other factors which tend-

ed to make it impossible for the Tumwater Com-

pany to pay its debt to the Olympia Harbor Com-

pany. The lumber produced by this type of mill

had a very limited market. There was no local de-

mand. (R. 37) The best outlet was in Europe and

that market had to be developed in order to provide

an outlet for the Tumwater Company. (R. 37, 74)

Later and in the Fall of 1929 the stock market

crashed. The result was disastrous to all classes of

business and especially to the lumber and saw mill

business on the West Coast. The Tumwater Com-

pany felt the shock probably greater than the

others. (R. 37, 51, 52) The market for lumber had

fallen off 40 per cent. (R. 37)

With the building of several other mills in the

vicinity, there was immediately created a shortage

for the small logs which heretofore had been a drug
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on the market, and left in the woods and which

now were sold at a premium. (R. 69)

The result of all of these facts and circum-

stances was that the Tumwater Company was in-

solvent and unable to pay its debts in due course of

business even under normal conditions. (R. 42-52)

The business was such that banks would not make

loans to it. (R. 48)

The trustees of the petitioner in their meeting

in December, 1929, (R. 58, 62, 64, 65, 79) dis-

cussed all these facts and circumstances. They had

before them the balance sheet of the Tumwater

Company for November, 1929. (R. 59, 62) and a

handwritten schedule of the accounts of the Tum-

water Company with figures and percentages sim-

ilar to those set forth in petitioner's Exhibits 4 and

5. (R. 41, 48, 58, 59, 66).

The trustees of the petitioner recognized the

conditions that faced the Tumwater plant and de-

cided at the meeting in December, 1929, that the

Tumwater account with petitioner was worthless

to the extent of approximately 40 per cent, (R. 63,

66) and at that time agreed that the account should

be charged off as a bad debt to that extent with the

usual closing entries of 1929. (R. 64)
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On December 31, 1929, the Tumwater Company

had current liabilities of $126,995.62, and current

assets of only $57,316.38. Taking the figures at

their face value the relation of the current liabili-

ties to the current assets was only two and one-half

to one. (R. 41. Pet. Ex. 3) Included in the cur-

rent assets were quick assets of only $8,473.81, that

figure being composed of the cash item of $7,009.01,

and the cash surrender value of life insurance poli-

cies on the lives of the officers in the sum of

$1,464.80. The other assets listed as current assets

included accounts receivable—retail and wholesale,

new mill, house contracts and the inventories of

lumber, logs and stock of stores which were not

liquid. (R. 41, 42) The relation of the quick assets

in the amount of $8,473.71 to the current liabili-

ties of $126,995.62 showed the deplorable financial

condition of the Tumwater Company.

While the total assets of the Tumwater Com-
pany had a book value of $220,428.30, the actual or

realizable value was not to exceed $142,523.50. The

fixed liabilities or liens upon the property were

$32,713.98. (Pet. Ex. 4, R. 43, 47)

In arriving at the value of the assets which

could be applied to the petitioner's account, pe-

titioner deducted the fixed liabilities of $32,713.98.
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from the actual or realizable value of assets which

left $109,809.52 to care for the unsecured creditors.

(Pet. Ex. 5) The petitioner felt morally bound to

defer its claim as well as the unpaid salaries of the

officers of the Tumwater Company and allow pay-

ment to all other unsecured creditors. (R. 61) They

therefore deducted the amounts owing to outside

creditors totaling $42,273.21, leaving only $67,-

536.31 with which to pay the Olympia Harbor

Company, and undrawn salary accounts of officers

of the Tumwater Company, these items being $84,-

722.41 and $27,185.32 respectively and totaling

$111,907.73, thus resulting in a loss to the last two

creditors of $44,371.42 or 39.65 per cent of their

respective accounts. (R. 49, Pet. Ex. 5)

To determine the value of the assets of the Tum-

water Company, petitioner's trustees took the then

market value, or the amount that could be realized

under the then market conditions, not the amount

that would be realized at a forced sale. (R. 46, 48,

53, 55, 57) In a forced sale only the junk value

could be realized and there would be no market at

all. (R. 11, 44, 46, 73) ''But the question of being

able to liquidate the company according to the fig-

ures that have been prepared here, I would say that

I do not believe that they could be realized, the fig-
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ures that I have testified to in many instances, ex-

cept the cash item and the one shown as 100 per

cent realizable, under forced liquidation at the end

of 1929 you could not realize $142,000.00 because

the biggest item is the saw mill, this experimental

mill, which would have no value except as junk if

you forced it in liquidation." (R. 47, 48) 39.65%

of the total amount due and owing to petitioner

($84,722.41) is $33,594.65. That amount was

charged off as a part of the closing entries for

1929. (R. 78-79)

Subsequent conditions have shown that the pe-

titioner was too optimistic and that the Tumwater

account should have been charged off to a much

greater extent. (R. 63) It has never been paid;

(R. 65) the whole account was bad. (R. 66)

To assist the court, the evidence of the different

witnesses in relation to the values is itemized and

set forth in the following schedule with proper ref-

erences to the record.
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COMPARISON OF BOOK VALUES, VALUES AS TEJ

PETITIONER IN COMPUTING VALUE OF

Values as

Items Book Values ANDERS

Cash on hand 7,009.01

Accounts receiv.—retail 10,840.19 8,672.15 i

Accts. receiv.—new mill 3,838.67

Accts. receiv.—others
(house contract) 19,795.47 13,856.83 1

Accts. receiv.—officers 2,605.04

Accts. receiv.—employees 23.88

Lumber inventory- 8,097.18

Logs inventory- 900.00

Stores inventory 2,742.14

11,739.32Total 9,978.43 {

Cash surrender value
of life insurance 1,464.80

New mill equipment 64,098.76 25,639.04

New mill building 19,803.20 9,901.60 1

Apartment house 29,500.00* 20,650.00

Storage garage 7,175.60 5,740.48

Ready-cut machinery 3,571.50 2,678.62]

Ready-cut factory 3,381.72 2,536.29}- '

Ready-cut office 233.74 175.30J
Sawmill office 84.67

Real estate (miscl. lots) 13,910.00 6,955.00 :'

Stock in other corporations :

San Juan Pulp Mfg. Co. 18,080.00 4,520.00 '1

Fidalgo Sales Corp. 1,215.00 303.75 -j

Balance (others) 14,706.67

34,001.67

ii

Total of stock

Total $220,428.30

Subject to first mortgage of $30,365.30.
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Y WITNESSES AND VALUES AS DETERMINED BY
ER LUMBER MILLS COMPANY ACCOUNT.

Actual or

Testimony of Witnesses Realizable Value'is'pir

JOHNSON HOLCOMB 1,^//e*S^er ^eSuY'^

100% 7,009.01
^•44 80% 8,672.15

100% 3,838.67

^.44 . 13,196.98 1/3 off 70% 13,856.83

R. 55 100% 2,605.04

100% 23.88

^•44 85% 9,978.43

100% 1,464.80
L44( 35,000.00 R. 53, 68 40% 25,639.04
L 44j 50% 9,901.60
:.45 17,500.00 R.56 70% 20,650.00
|:.45 4,000.00 R. 56 80% 5,740.48

75% 2,678.62
;. 45 75% 2,536.29

75% 175.30

100% 84.67
1.46 5,200.00 R.57 50% 6,955.00

147 25% 4,520.00
.47 25% 303.75

100% 14,706.67

$142,523.50
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It was the common practice of the petitioner to

rely upon certified public accountants. (R. 64)

When the final invoices for the year were in their

own bookkeeper would make the entries and submit

a trial balance or report to the trustees. The pre-

liminary audit or report was submitted to the trus-

tees in January, 1930. (R. 60, 61) A C. P. A.

then took charge and closed the books for the year

and set up new books for the ensuing year. (R. 64,

78-82) The C. P. A. was usually busy with other

concerns and many times could not complete the

record until February or March. This was the case

for the year 1929. (R. 60, 61) This procedure is

in line with usual, accepted and customary account-

ing practice. (R. 78, 79, 81, 82, 83)

Robert T. Knight, a C. P. A., had personally

handled the account of the petitioner for nine years.

(R. 78) When he started his audit of the books for

1929 the books had been temporarily closed as was

the general practice. He made a report in the

rough and discussed it with Arthur Anderson, (one

of the officers and trustees), who asked about the

allowance on the Tumwater account. He was ad-

vised of the amount that the trustees had decided

was a bad debt and to be written off, (R. 78) and

was shown a handwritten schedule from which the
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petitioner's Exhibits 4 and 5 had been prepared.

(R. 80) It is the customary practice to close out a

corporation's losses and profits into the surplus ac-

count. (R. 81) That had been done in the closing

of the Olympia Harbor Company accounts. In such

cases when a subsequent examination shows that

something belonged in that particular year,

whether a loss or income, that error would have to

be corrected through the medium of the surplus ac-

count. (R. 81) The C. P. A. therefore set up an

account, "Reserve for possible loss of the Tum-
water Lumber Mills Company account," (R. 80)

and the bad debt of the Tumwater Company was

credited to this account and charged to surplus.

(R. 80, 81)

Petitioner had no reserve account for bad debts

and was not on the reserve basis (R. 80) and did

not claim to be. The bad debts were customarily

charged to *'bad debts account" when ascertained.

No other accounts were credited to the special ac-

count set up for the Tumwater Company. It was a

specific off-set against the specific account. The

account was created merely as a bookkeeping ex-

pedient by the C. P. A. To have done otherwise at

that time would have thrown out of balance the ac-

count that was on the books of the Olympia Harbor
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Company with the account that was on the books

of the Turnwater Company. (R. 80) The entries

were made through surplus account only because

the books had (as was the custom) been temporar-

ily closed. (R. 78) If the books had not had the

preliminary closing into the surplus account the

entry would have been made by charging the bad

debt to the bad debts account and crediting the

same account which was used "reserve for possible

loss of Tumwater Lumber Mills Company account."

The bad debts would in turn have been closed into

profit and loss and profit and loss into surplus. (R.

81)

ASSIGNMENT OF ERRORS

(a) That the decision is not based upon the

evidence in that a deduction was disallowed for the

partial debt owed to the petitioner by the Tum-

water Lumber Mills Company.

(b) That the decision is erroneous in law.

As specific instances of the errors of fact and

law in said decision the petitioner points out the

following

:

(1) The failure to find when the charge-off of

the Tumwater Lumber Mills Company account was

made and the failure to find that the charge-off was

i
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made as a part of the closing entries for the year

1929.

(2) In making the finding that the Tumwater

Lumber Mills Company was solvent December 31,

1929.

(3) The failure to determine and find the value

of the assets of the Tumwater Lumber Mills Com-

pany and the resulting net worth as of December

31, 1929.

(4) The failure to find that the Tumwater

Lumber Mills Company assets were actually valued

by petitioner as of December 31, 1929 and that the

decision to so value them was made at the meeting

of the Petitioner's Board of Trustees (Directors)

late in December 1929.

(5) The failure to determine and find what

portion of the debt of the Tumwater Lumber Mills

Company was bad as of December 31, 1929 or what

proportionate part of the actual value of the assets

of the Tumwater Lumber Mills Company could be

used to repay the petitioner's account.

(6) The finding that, based upon petitioner's

own calculation as to the value of the assets of the

Tumwater Lumber Mills Company account, peti-

tioner would have recovered more than 60 7^ of
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the amount due.

(7) The failure to allow as a bad debt deduc-

tion 40% of the account of the Tumwater Lumber

Mills Company.

(8) The Board erred in finding that ''sometime

after the book entries were made the assets of the

Tumwater Lumber Mills Company were valued as

of December 31, 1929. * * *" while in fact a pre-

vious finding had been made that the trustees of

the petitioner met on or about December 27th,

1929 and discussed the Tumwater Lumber Mill

Company account and further that "It was accord-

ingly decided to charge off approximately 40% of

the advance to the Tumwater Company as a bad

debt".

(9) The Board erred in making immaterial

findings of fact in its decision to the effect that the

same stockholders owned both companies and that

no consolidated return was permitted in 1929 but

that if consolidated return had been permitted
u* * * ^jjg accounts could not have reflected under

any guise the sum now sought to be deducted".

(10) The Board erred in finding that "* * *

the debt due to Petitioner by the Tumwater Lumber

Mills Company was not ascertained to be worth-
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less in the amount of $33,594.65 and that the

charge off should not be allowed as a deduction

from the petitioner's 1929 income". (R. 27-29)

ARGUMENT AND CITATION OF

AUTHORITIES

The statutes involved in the determination of

the questions upon this appeal are as follows:

26 U. S. C. A. Sec. 2023

^^Deductions from Gross Income. In com-
puting net income there shall be allowed as

deductions

:

******
(j) Bad Debts. Debts ascertained to be

worthless and charged off within the taxable

year (or, in the discretion of the Commissioner,

a reasonable addition to a reserve for bad
debts) ; and when satisfied that a debt is recov-

erable only in part, the Commissioner may
allow such debt to be charged off in part."

The said section being Section 2023, paragraph

(j) of the 1928 Revenue Act.

The assignments of error and the questions

involved herein may be grouped and argued under

the following classifications:

(a) Did petitioner advance to the Tumwater

Company $84,722.41 and expect to receive it back

and was the Tumwater Company indebted to pe-
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titioner in that amount on December 31, 1929?

(b) Did the directors of petitioner determine

in December, 1929 that the Tumwater account was

"bad" to the extent of $33,594.65? (Assignments

of Error numbers 4, 8 and 10 will be discussed

hereunder.

)

(c) Was the Tumwater account in fact "bad"

to the extent of $33,594.65 in December, 1929?

(Assignments of error numbers 2, 3, 5, 6 and 7

will be discussed hereunder.)

(d) Did the petitioner as a matter of law

"charge off" the Tumwater account in the amount

of $33,594.65 in 1929? (Assignment of Error

number 1 will be discussed hereunder.)

(a)

The Board as a finding of fact clearly answers

"a" in the affirmative. "The new mill was a pure

experiment and difficulties were soon encountered

with the result that the estimated cost of some

$55,000.00 was exceeded and petitioner found it

necessary to advance $84,722.00 in 1928 and 1929

to put the mill in shape and adapt it to conditions

in Puget Sound country." (R. 21) "The loan made

to the Tumwater Lumber Mills Company was with

the idea that that company would be able to repay
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from the earnings of its business." (R. 22) "* * *

which sum was payable on demand." (R. 24)

(b)

The Board as a finding of fact clearly answers

"b" in the affirmative. "On or about December 27,

1929, the Anderson brothers as trustees of pe-

titioner discussed the question of the large amount

owing to petitioner by the Tumwater Lumber Mills

Company and reached the conclusion that the lat-

ter, due to the high cost of installing the new mill,

the drop in prices of lumber, the curtailed business

due to the depression and consequent depreciation

in the value of the assets of Tumwater Company,

including certain real estate contracts, building

lots, garage, stock in other lumber companies, etc.

would not he able to pay the petitioner the sum ad-

vanced to it It was accordingly decided to charge

off approximately J^O per cent of the advance of

Tumwater Company as a bad debt'' (R. 21)

The evidence is overwhelming in support of the

findings of fact above set forth and is uncontra-

dicted by any evidence whatsoever.
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(c)

The Tumwater Account was in fact "bad"

in 1929 and the court should have

SO FOUND.

It is petitioner's contention that the evidence

is just as overwhelming and uncontradicted in sup-

port of "c" and "d" as in support of "a" and "b."

In the first instance the tax payer is the judge

as to the worthlessness of the account. In the case

of Selden v. Heiner, 12 Fed. (2) 474, it was said

on page 477:

"* * * What is meant by the words of the
statute, 'debts ascertained to be worthless and
charged off within the taxable year.' The
statute prescribes no method by which such fact
shall be ascertained and we must not become
wiser than the statute and attempt to substi-

tute some method of ascertainment not pre-

scribed and therefore presumably not contem-
plated by Congress. The statute contemplates
the situation with which the taxpayer is cort-

fronted, and certainly he is made, in the first

instance, judge of the tvorthless character of
the debt. When he, in good faith, believes that
the legal situation of the debt is such, consider-
ing all the surrounding and attendant circum-
stances, that the debt is not, in fact, recover-

able, and that legal action to enforce payment
would in all probability not result in obtaining
any substantial part of the debt, although there
might be a remote possibility that a small part
thereof might ultimately be recovered, in this
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situation he is justified in treating the debt as

worthless and charging the same off on his

books. He is certainly not required to do a vain

thing, to institute some expensive proceeding to

legally ascertain what he already knows^

See also the early case of United States v. Frost,

2 Am. Fed. Tax Rep. 2116, and Pacific Pipe & Sup-

ply Co., 2 B. T. A. 870.

The only manner in which a creditor can de-

termine the value of an account or its possibility

of collection is to look to the debtor's assets and its

opportunity to pay out from income. That is just

what petitioner did in December, 1929. The debtor's

balance sheet, or the book values, cannot always be

taken at face value, especially when actual facts

have so changed the exact value and probability of

income. (Selden v. Heiner Supra.)

The debtor (Turnwater Company) had expend-

ed great sums in the development of the gang saw

mill; the petitioner of course knew of the experi-

mental nature of the venture, but the trustees as

business men expected that petitioner would get the

money back and had reason to believe that the ac-

tual value of the assets of the Tumwater Company

would always remain sufficient to protect their ad-

vances. They, of course, expected that the oper-
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ation of the gang mill would be a profitable venture

for the Tumwater Company. The profits were esti-

mated on the basis of anticipated advances ($55,-

000.00) and the market conditions as of the time of

estimate. The experimental nature of the enter-

prise was recognized by the Board. (R. 21) Over

$84,000.00 was advanced in the building of the mill

when at best $55,000.00 had been anticipated and

agreed upon. To off-set that $84,000.00 advance-

ment the debtor had a mill worth at best $35,-

000.00. (R. 53) And it actually had little value

except as junk under any forced sale.

As heretofore mentioned, the Board found that

the assets of the company were valued as of De-

cember 31, 1929. It further found that the liqui-

dation value of the assets were determined by the

petitioner at $142,523.30, with liabilities outstand-

ing of $186,894.92. (R. 22) The Board further

found that the current assets as of December 31,

1929, were $57,316.38 and current liabilities were

$126,995.62. (R. 22) All assets and liabilities were

included in the above estimate. The figures as re-

ferred to by the Board as having been determined

by the petitioner could only be obtained from the

figures as actually used by the petitioner in arriv-

ing at the values as testified by Mr. Anderson (an
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officer of petitioner), by Mr. Johnson (a saw mill

enginer and expert), and Mr. Holcomb, an expert

appraiser, and all as set forth in the epitome of

the evidence as to values on pages 14 and 15 here-

in and petitioner's exhibits 4 and 5.

The Board was apparently satisfied that the

determination of the value and the appraisal of the

assets had been made by petitioner and that the

results were reached in line with the testimony

above stated.

The Board stated (R. 22) that "some time after

the book entries were made the assets of the Tum-

water Company were valued as of December 31,

1929." That statement by the Board is entirely in-

consistent with the prior statement that on or about

December 27, 1929, the trustees of petitioner dis-

cussed the question and reached the conclusion that

the Tumwater account could not be paid and that

"it was accordingly decided to charge off approxi-

mately 40 per cent as a bad debt." (R. 21) Of

necessity, to arrive at the figure of 40 per cent the

values had to be placed upon the assets as set forth

by the uncontraverted evidence.

Neither was the statement "some time after the

book entries were made" consistent with the actual
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facts. Ossian Anderson testified:

"Q Now, have you, or did you have prepared at

this time, or at the closing of the books in

December, 1929, a compilation of the realiz-

able values of the different assets of the
Tumwater Lumber Mills Company?

A Well, as I recall that, that was in our meet-
ing of the Olympia Harbor Lumber Com-
pany when the question came up. But we
did have such a realizable statement com-
piled, trying to arrive at just how our af-

fairs were in the two companies."

Also

"The first consideration given to a revalu-

ation of the Tumwater Lumber Mills Company
was sometime in December, 1929. / believe that

was when the computation was made that has
been typed and placed in evidence as an exhibit.

(Exhibit No. 5) It may not have been set up
exactly that way. I do not recall, but I Tnade a
computation of what the relative value of the

accounts would be. The first confipilation of the

percentage realizable value as reflected in Ex-
hibit No. If was made about the time that we
had our meeting in December to dete7^mine the

financial position of the company. ^^ (R. 58-59)

Very clearly a handwritten memoranda of the

values was referred to at the December meeting.

Such a handwritten schedule was handed to Mr.

Knight, the C. P. A. in January when he made his

preliminary audit of the books. (R. 80) Petition-

er's Exhibits 4 (R. 43) and 5 (R. 48-49) were pre-
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pared from that handwritten schedule and the re-

sults are identical with the decision which was

reached by the trustees in December.

It is perfectly true that the actual formal type-

written sheets composing petitioner's Exhibits 4

and 5 were not prepared in December. They were

prepared later from the information available at

the December meeting, and from the handwritten

schedules used at that meeting. We submit that

there is nothing unusual or anything to be con-

demned in that action. The subsequent figures

were mere bookkeeping details. The finding of the

court that at the December meeting it was decided

to charge off 40 per cent of the account substanti-

ates petitioner's contention. Petitioner of necessity

had to consider detailed figures and make apprais-

als to arrive at the figure of 40 per cent, which was

the exact figure used in the actual entries in the

books.

What was the financial condition of the Tum-

water Company in December, 1929? Although the

Board found that petitioner took action in Decem-

ber, 1929 and determined that the liquidating value

of the Tumwater account was $142,523.30 or 40

per cent, the Board did not find that that figure

was correct or incorrect, or what the actual value
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of the Tumwater account was. Petitioner contends

that in that the Board was also in error.

After examining the actual assets of the Tum-

water Company petitioner very naturally exam-

ined the opportunities for earnings or income by

the Tumwater Company based upon its then ac-

tual value in assets and possibilities of making a

profit. Reference has been made to the experi-

mental nature of the plant and to the fact that pe-

titioner had been compelled to advance over $84,-

000.00, when only $55,000.00 had been agreed upon

or anticipated. Even with the plant rearranged

and reconditioned as testified to by the expert wit-

nesses, the plant was not comparable to other plants

of the same type which were immediately erected

in the close vicinity. The latter plants materially

benefited by the pioneering work done by the Tum-

water Company. With such a plant and under the

market conditions then existing, was it reasonable

to believe that the Tumw;ater Company could make

a profit and pay its enormous debt?

The plant was in production in the Fall of 1929

and the Board so found. (R. 23) There was no local

outlet for the lumber. Europe was the only place

where that lumber could be marketed; that market

had to be developed at an added cost. The lumber
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market broke and prices declined rapidly. The ser-

ious market crash occurred in October, 1929, and

business conditions faced the greatest depression

the world has ever known. The small logs that the

gang saw mills anticipated cutting had been a drug

on the market prior to the building of the Tum-

water plant. When it was found that a method had

been devised whereby the small logs could be util-

ized, several other gang saw mills were built and

the demand for logs rose, the result being that

where that size log had formerly been a drug on

the market they were now obtainable only at a

premium. The Tumwater Company could not pos-

sibly operate under the market conditions which

developed and meet the competition of the more

efficient plants built after their experiment.

The petitioner's trustees recognized all of these

conditions and reached the conclusion that the Tum-
water Company neither had the assets sufficient to

protect the petitioner's account, nor did it have the

possibility of earning sufficient to meet the account.

They decided that it was worthless to the extent of

40 per cent and that it should be charged off with

the closing entries of 1929.

The Board recognized the conditions above re-

ferred to in its findings of fact. (R. 21)
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It may be contended that petitioner expected to

be repaid out of earnings only. It does not seem

possible that that contention can be seriously made.

Petitioner was an independent corporation; it rec-

ognized the experimental nature of the Tumwater

venture; it expressly limited the agreed advances

to $55,000.00. After such an advance had been

made and the plant was not competent to produce,

it was either a question of losing all that it had ad-

vanced, or trying to salvage something from the

wreck. It continued to advance until over $84,-

000.00 had been loaned. No careful business man

would think of advancing a sum of even $55,000.00,

let alone $84,000.00 expecting that it would be dis-

sipated either in whole or in part in an experiment.

They naturally expected the capital assets of the

Tumwater plant to always reflect the expenditure

of those funds and manifestly also that earnings

would be sufficient to meet all necessary normal

business demands.

The case of Selden v. Heiner, cited supra, is in

many ways analogous to the instant case. Plaintiff

in the Selden case was the principal creditor of two

corporations which had engaged in the experi-

mental manufacture of a chemical by a new and

untried process. After large expenditures the ex-
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periment failed commercially. Plaintiff controlled

through stock ownership the debtor corporation.

Only a partial deduction on account of loss was

taken although a greater deduction could have been

taken. The court held that the plaintiff was en-

titled to deduct the loss as a bad debt and said

:

"No one, I think, could listen to the evidence

produced by the plaintiff establishing the ex-

perimental character of the business in which
plaintiff and the companies were engaged; the

tremendous expense connected with such ex-

periments ; the repeated and persistent failures

;

the apparent hopeless financial condition of the

companies; the special purpose for which the

plant had been erected and the machinery in-

stalled, suitable for no other line of work than
that in which it was being used ; the very heavy
indebtedness owed by the companies to the pain-

tiff; * * * no one could hear this testimony,

coming from a trustworthy source without
agreeing with plaintiff that the debt in ques-

tion viewed from every sane and reasonable

business standpoint ivas vjorthless and should
be charged off and a claim of deduction there-

fore made in his tax return. In the face of the

testimony, the book and other supposititious and
misleading evidence of values amount to prac-

tically nothing.'^

The court recognized the close connection of the

plaintiff with the debtor companies and that he

controlled them through stock ownership and then

stated that plaintiff was in a perfectly legitimate

enterprise induced to do so perhaps by the necessi-
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ties of the United States for the particular chem-

ical production and reached the conclusion, "I can

see nothing in the situation which should deprive

him of the benefits of the statute."

The Tumwater account could not be salvaged

through liquidation or sale of capital assets. The

value was not there. It seems that the greatest mis-

take was that the petitioner did not charge off the

whole account. As Mr. Anderson testified

:

"We charged it right off; as a matter of

fact, in the light of subsequent events the whole
account should have been charged off, but we
tried to be conservative about if (R. 63)

'^And as subsequently happened it never has
been paid. It was a deductible debt. Forty per
cent of it was a conservative deduction. We de-

termined 40 per cent of this account to be
worthless in 1929 and that we would charge
that amount off as a loss. The whole account
was obviously a bad account." (R. 65, 66)

And again:

"The Tumwater Lumber Company could
not pay its debts in due course of business." (R.

42)

The testimony of Mr. Anderson, (R. 47-48)

clearly showed that the plant in liquidation would

have very little value. Manifestly the Tumwater

assets were insufficient. The earnings could not be
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looked to for reasons so clearly set forth herein.

The company was unable to pay its debts in due

course of business. The account clearly was a bad

debt.

(d)

Actual charge-off of account within a few
WEEKS after end OF TAXABLE YEAR AS A PART

OF CLOSING ENTRIES IS SUFFICIENT.

The only remaining question among those pro-

pounded by petitioner on pages 21 and 22 herein

is in reference to the book entries, is "Was the ac-

count charged off during 1929?"

There apparently has never been any question

in the Board's mind but that the petitioner de-

termined the account to be "bad" and decided to

charge it off in 1929. The Board so found. (R. 21)

The Board did not find that it was or was not

charged off. The facts show that for about nine

years petitioner had depended upon Mr. Knight, a

C. P. A. of Tacoma, Washington, for all their book-

keeping, auditing and accounting. After the in-

voices were in after the last day of the year the

books would be temporarily closed by petitioner's

bookkeeper. They were never finally closed until

after Mr. Knight completed his audit. That custom

was followed in 1929.
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It is a well known fact that a certified public

accountant's work is heaviest immediately after

January first of each year. He has many clients

who look to him for the final closing entries for

their books. At that season of the year and prior

to March 15, certified public accountants are also

actively engaged in preparation of income tax re-

ports. No certified public accountant can give all

of his attention to one client. The latter part of

January Mr. Knight made his preliminary audit

and as was his custom discussed it with Mr. Arthur

Anderson, one of petitioner's officers. At that time

Mr. Anderson asked where the allowance was for

the loss on the Tumwater account. (R. 78) Mr.

Knight was then informed of the trustee's action in

December, 1929. At that time there was presented

to Mr. Knight the handwritten schedules from

which petitioner's exhibits 4 and 5 were later pre-

pared. (R. 80) The preliminary closing of the

books had been accomplished by petitioner's book-

keeper and all profits for the year had been closed

into surplus. It is only customary procedure that

in making proper adjusting and closing entries it is

done through the surplus account. (R. 81) That

was done in this case. The entry was made as a

charge to "surplus," and a credit to a special ac-
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count which was set up by Mr. Knight, "special re-

serve for possible loss in Tumwater Lumber Mills

Company account." (R. 80) If the books had not

been temporarily closed the only change which

would have been made was that the charge would

have been made to the "bad debts" account. (R. 81)

The company had always charged its bad debts

to a bad debts account. It was not on the "reserve

basis." The terminology used in this case was that

of Mr. Knight, the C. P. A. (R. 80) This special

account was created solely for bookkeeping conven-

ience and to keep the Tumwater account, which was

written off as a bad debt, separate from the other

bad debts and to keep the reciprocal accounts as be-

tween the two companies in agreement. (R. 82)

The law is clear that when entries are made as

a part of the closing entries for any particular

year, but actually after the close of the year, they

are still considered as made in that particular year.

The following cases cite many instances where

the actual entries were made as a part of the clos-

ing entries after the end of the taxable year. In

each case the Board determined that the entries

were made as a part of the closing entries, even

though made several days or weeks after the end

of the taxable year.
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In Zebulon Vance Pate v. Commissioner^ 13

B. T. A. 1236. A group of accounts were found to

be worthless and charged over to separate accounts.

Ledger sheets were withdrawn from the general

ledger and the accounts were always treated as

charged off. No separate entries were made on the

individual accounts. Accounts were charged to

profit and loss and "entries made after December

31, by a C. P. A. in closing the books." The deduc-

tions were allowed.

"The statute is silent as to how or when or

in what manner they are to be charged off."

A charge-off as of December 31, 1918, but after

the close of the books for that year was found to be

a compliance with the statute in Mason Machine

Works Co. V. Commissioner, 3 B. T. A. 745. The

court said:

u* * * ^j^g entry dated December 31, was the
first entry made after the ruling down of the
accounts, and in our opinion substantially com-
plies with the requirements that the amount be
charged off within the taxable year. This
language must be interpreted in the light of the
ordinary course of business practise. It is not
the physical act done within the year to which
Congress has referred, but to the setting up of
evidence of the ascertainment of worthlessness
substantially as of the date of such ascertain-
ment and in confirmation thereof."
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Again in Rockwell Manufacturing Co. v. Com-

missioner, 19 B. T. A. 277. The year closed June

30, 1924. Deductions were made on September 1,

1924. The action of the directors was on August 2,

1924. Officers had ascertained the account to be

worthless during the taxable year. The deduction

was allowed.

Bank of Duplin v. Commissioner, 12 B. T. A.

652.

A note was determined to be worthless in 1920.

At first the petitioner had claimed a deduction of

only $9000.00 out of $14,352.25. After the Com-

missioner had claimed a deficiency, an amended re-

turn was filed claiming the entire amount as a bad

debt. Later in 1921 (after the close of the taxable

year), certain credits were made on the note and

still later the entire account was charged off. The

court said

:

"Here it is plain that this note was worth-
less in 1920, and that petitioner ascertained
that fact in 1920, and determined to charge it

off as a loss for the year 1920. The actual
physical act of making the entry was not per-
formed until April, 1921; hut it was done as a
1920 loss and before the books were ruled off
and closed for that year. Under such circum-
stances, we have frequently held that the Act of
1918 was substantially complied with and the
deduction allowable.
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"In A. W. Blackie, 2 B. T. A. 747, it was
said in part:

" The law does not contemplate unreason-
able things. The proper entries charging off the
sum of $170,879.91 were made on the general
books of the copartnership within a reasonable
time and before its books were closed for the
calendar year 1918. This is sufficient to comply
with the requirements of the statute.'

''Relative to the requirement that the debt
be charged off within the taxable year it was
said in Mason Machine Works Co., 3 B. T. A.
745:

" 'This language must be interpreted in the
light of the ordinary course of business prac-
tice. It is not the physical act done within the
year to which Congress has referred, but to the
setting up of evidence of the ascertainment of
worthlessness substantially as of the date of
such ascertainment and in confirmation there
of.'

"In George H. Fraser, 6 B. T. A. 997, the
Board said:

" 'The purpose of the statute appears to be
to require that some record be made of the as-

certainment of worthlessness. An interpreta-

tion of the statute which would deny any de-

duction except tvhen a charge-off luas made
upon books of account within the limits of the

calendar year, especially when it is considered
that closing entries are not usually made until

after the close of the year, would work a hard-
ship which IVe can not believe was intended or
is required and would attach to acts which are
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merely clerical in importance as great as is to

be given to the substance of the situation. The
statute must be given a reasonable interpreta-

tion, if possible. Clearly it was the intent that

a deduction should be allowed for worthless

debts in the year in which worthlessness was
ascertained and that the charging-off of the

debt might take other forms than entries on the

books of the taxpayer.'

*'In Mosher Manufacturing Co., 7 B. T. A.
187, debts ascertained to be worthless in 1920,
and which were not charged off until January
15, 1921, were held deductible.

"In State Bank of Alcester, 8 B. T. A. 878,
certain debts were ascertained to be worthless
in 1920, but bookkeeping entries charging them
off were not made until March 7, 1921. In hold-

ing that they were allowable, the Board said

:

" 'While it appears that the petitioner did
not make the bookkeeping entries charging off

the accounts until after the end of the year, it

did so as of December 31, 1920, before the books
were closed. The petitioner treated the matter
as a part of the year's transactions and deter-

mined its profits for the year on the basis of the
elimination of accounts. In our opinion the pe-

titioner is entitled to the deductions claimed on
account of the said debts.'

"To the same effect is Imperial Furniture
Co., 9 B. T. A. 713, where the actual entries

charging off were made in February or March
of the succeeding year."

It was held that the Revenue Act was complied

with.
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The Olympia Harbor Lumber Company and the
TuMWATER Lumber Mills Company could not

FILE CONSOLIDATED RETURNS FOR 1929.

(Discussion of Assignment of Error No. 9)

The Board stated in its opinion

:

"The two corporations had in earlier years
been in the habit of filing consolidated returns,

but that was not permitted under the Revenue
Act in force in 1929. If it had been the ac-

counts could not have reflected under any guise

the sum now sought to be deducted." (R. 24)

That statement was not made as a finding of

fact, but the court was manifestly influenced in its

opinion by the fact which was stated. It is true

that Olympia Harbor Company and Tumwater

Company had in prior years filed consolidated re-

turns. As a matter of law the Revenue Act of 1928

did not permit a consolidated return.

The following quotation sets forth the law in

respect to the filing of consolidated returns by affili-

ated corporations:

"(a) Privilege to File Consolidated Re-
turns. An affiliated group of corporations shall,

subject to the provisions of this section, have
the privilege of making a consolidated return
for the taxable year 1929 or any subsequent
taxable year, in lieu of separate returns.
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"(d) Definition of ^Affiliated Group/ As
used in this section an 'affiliated group' means
one or more chains of corporations connected
through stock ownership with a common parent
corporation if

—

"(1) At least 95 per centum of the stock of

each of the corporations (except the common
parent corporation) is owned directly by one or
more of the other corporations; and

"(2) The common parent corporation owns
directly at least 95 per centum of the stock of at

least one of the other corporations."

26 U. S. C. A. 2141. (a), (d-1), (d-2).

A similar state of facts is ruled upon in the

case of Roger Morris Realties Inc. v. Commissioner,

27 B. T. A. 924. The petitioner filed a consolidated

return with a company which was closely affiliated

in stock ownership, but the companies were not

affiliated under the interpretation of the Act of

1928 above cited. The Commissioner ruled in that

case that an affiliated return could not be made.

The Board sustained the Commissioner and said

:

"The Petitioner in brief says: These cor-
porations have always operated as affiliated and
it has been held so in the past by the Internal
Revenue Department.' No doubt that state-
ment is true, hut it should he noted that the law
governing affiliation for prior years is entirely
different from that prescrihed in Section 14.1 of
the Revenue Act of 1928, which was to he effec-
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tive for 1929 and subsequent years.^*

See also the cases of Selden v. Heiner cited

supra, and A. M. Gutterman & Sons Co. v. Com-

missioner, 8 B. T. A. 1187, where deductions were

allowed on account of bad debts and where the

facts in the respective cases show that the concerns

were closely related in stock ownership.

In the instant case the petitioner and the Turn-

water Company had in prior years filed consoli-

dated returns and in all respects in relation there-

to had complied with the statutes. When the 1928

Revenue Act was enacted, to be effective for 1929,

petitioner and the Tumwater Company were not

affiliated and could not file affiliated returns. Pe-

titioner complied with the law as enacted for 1929

and filed a separate return and sought to deduct a

loss on account of bad debt and is then met by the

statement of the Board that if they had filed con-

solidated returns the loss could not have been de-

ducted. Petitioner should not be penalized for com-

plying with the law, by having a deduction other-

wise allowable disallowed because it could not have

been claimed under prior acts.
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What constitutes "ascertainment" that a
debt is bad.

(Discussion of Assignment of Error

No. 10.)

The Board reached the conclusion in the final

part of its opinion that "the debt due to the pe-

titioner by the Tumwater Lumber Mills Co. was not

ascertained to be worthless to the amount of $33,-

594.65 and that the charge-off should not be al-

lowed as a deduction from petitioner's 1929 in-

come." (R. 25) Petitioner submits that that con-

clusion of law is unsound and unfounded in fact in

the light of findings of the Board and in the light

of evidence supporting those findings as herein set

forth.

What does the statute, 26 U. S. C. A. 2023 (J)

mean when it states: "Debts ascertained to be

worthless and charged off within the taxable year
* * * ff)}

In American Trust Co. v. Commissioner, 31

Fed. (2) 47, the Circuit Court stated:

''The word 'ascertained' means to find out,
to make reasonably certain. Both in popular and
law dictionaries that is the meaning assigned to
it. True, the ascertainment may not be absolute
nor are a final judgment and return nullo bona
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always prerequisites, and a claim may be duly
'ascertained' to be worthless though later it may
turn out to be in fact collectible. But a debt can-
not be written off as worthless merely because
it is doubtful. Reasonable and intelligent effort

must be made to determine its value and the

circumstances thus discovered must be such as

reasonably to generate the belief that it is in

fact worthless. Naturally, no hard and fast

rule can he laid down and each case must he

adjudged in the light of its own facts, hence
cases involving distinct facts are not of great
valued

Again in Sherman & Bryan, Inc. v. Blair, 35

Fed. (2) 713, the Second Circuit at page 717 of its

opinion said:

'Tresumably, the taxpayer's decision that a
debt is worthless and so charged off measures
its loss."

Again on page 715

:

"To 'ascertain' is to make sure by investi-

gation and it is conceded that to justify charg-
ing off a debt for tax purposes the taxpayer
must make a reasonable investigation of the
facts and draw a reasonable inference from the
information thus obtainable."

See also the case of Wheeler-Fisher & Co. v.

Commissioner, 54 Fed. (2) 293, wherein the Cir-

cuit Court said at page 295 of its opinion

:

"The member was quite right in holding
that to justify deduction it is not sufficient that
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the debt be charged off within the taxable year,
and that within the year the debt was in fact
worthless, but it must also appear that its

worthlessness was during the taxable year as-
certained by the taxpayer."

It will be noted in the Wheeler-Fisher case just

cited that the manner of "charging off" the account

is not a part of the ascertainment. Therefore when

the Board reached its conclusion the question of

whether or not the charge-off had been properly

made could not have been in its mind.

The Board had already found that in Decem-

ber the trustees of petitioner had "reached the con-

clusion" that the Tumwater Company "would not

be able to pay the petitioner the sums advanced to

it," and that "it was accordingly decided to charge

off approximately 40 per cent of the advance to the

Tumwater Company as a bad debt." Very appar-

ently the Board by its express finding recognized

that the petitioner's trustees made a reasonable in-

vestigation as to the facts in reference to the Tum-
water Company account. How else could they have

"reached the conclusion?" And how could they

have "decided to charge off" the account? What
more under the decisions above decided, or under

the law could petitioner have done to "ascertain"

the account to be a bad debt? The holding has many
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times been made that it is not necessary to bring

suit or to await bankruptcy or a receivership or

even to demand payment when petitioner knows

that the demand would be useless. (Selden v.

Heiner Supra.)

As said by the Circuit Court in the Sherman-

Bryan case just cited, "The taxpayer must make a

reasonable investigation of the facts and draw a

reasonable inference from the information thus

obtainable."

In the instant case petitioner's trustees were

entirely familiar with the actual facts and circum-

stances surrounding the Tumwater account. As

has been noted they knew the experimental nature

of the project; they knew that the capital asset, the

gang saw mill, had cost over $84,000.00, while but

$55,000.00 had been estimated by the best author-

ity (the Swedish engineer referred by Mr. Oxholm

of the United States Department of Commerce)
;

they determined that that asset, while it had cost

over $84,000.00, was in fact worth not over $35,-

000.00 at the close of 1929 and that even that

amount could not have been obtained under a

forced sale. They further knew and determined in

December, 1929, that other mills had been built

benefiting by the pioneering work of the Tumwater
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Company and that the latter mills were more ef-

ficient and built at a less cost, because of the pio-

neering work of the Tumwater Company. They

knew that these mills were forming active com-

petition ; they knew that the market for the lumber

sawed by this kind of mill was limited and had to

be developed in Europe at an added expense; they

knew that the market for lumber had slumped dis-

asterously in the Fall of 1929; they knew that the

greatest stock market crash in history had oc-

curred in October of that year and that business

conditions generally were at an exceedingly low

ebb; they had made an analysis of the assets and

liabilities of the Tumwater Company, having be-

fore them at their meeting in December, a hand-

written schedule of those determined values; they

found that the actual assets of the Tumwater Com-
pany were entirely wanting as a security; they

knew that the earnings of the company under the

then existing conditions could not possibly be de-

pended upon to pay the Tumwater account.

It is apparent that the petitioner considered de-

tailed facts and made more than a ''reasonable in-

vestigation." The Board found that it had ''drawn

the inference" that the debt was "bad" by holding

that petitioner had "reached the conclusion" that
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the debtor could not pay and that "it was accord-

ingly decided" to charge off approximately 40 per

cent. Clearly the petitioner "ascertained" the debt

to be "bad" both under the facts and the law.

It will be noted that in our prior discussion we

have referred to the fact that the Board did not

determine the value of the Tumwater assets and

made no finding thereon, but did find that in De-

cember the trustees evaluated the assets of the

Tumwater Company and reached the conclusion

that they were worth not to exceed $142,000.00.

How can it reasonably be said that petitioner

did not "ascertain" the account to be worthless in

1929?

Is petitioner, which is entirely separate and

distinct from the Tumwater company, both actual-

ly and legally, to be penalized because it advanced

funds to the Tumwater Company to enter upon an

experiment requested and suggested by the United

States Department of Commerce?

Since the companies were separate and dis-

tinct and could not file consolidated returns, pe-

titioner's rights should be judged upon that basis.

In speaking of the experimental nature of the Tum-

water project it is not mere fiction. Mr. Oxholm in
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his letter, (Pet. Ex. 7, R. 75) clearly gives credit

to the Tumwater Company. That letter is an of-

ficial letter of the United States Department of

Commerce. In that letter Mr. Oxholm states.

"I am glad to state that the erection of your
saw mill in Olympia was part of the program
of the National committee on Wood Utilization
of the Department of Commerce. * * * Many
difficulties were experienced.

"As you know, your example has been fol-

lowed by a number of saw mills on the Pacific
Coast and they are now receiving the benefit of
your pioneer experiment."

See also Petitioner's Exhibit 6, (R. 48) and

Mr. Oxholm's foreword at page V. where he gives

credit to the Tumwater Company. Petitioner's

Exhibit 6 was prepared by Mr. Oxholm and his

committee upon investigation and report made by

the committee at the Tumwater plant. (R. 67, 68,

69) The Tumwater Company had nothing to do

with the report. (R. 69)

There can be no question but what the loss to

petitioner was an actual one. The testimony is that

the account never has been paid and that the ac-

count should have been charged off entirely in 1929.

It would seem that both as a matter of equity and

as a matter of law that petitioner should be en-
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titled to deduct the loss.

In conclusion, petitioner submits that there was

an actual loss on account of the "bad" debt of the

Turnwater account in the amount of at least $33,-

594.65, the amount claimed as a loss by petitioner;

that petitioner not only determined that the loss

was "bad" and decided to charge it off in Decem-

ber, 1929, but actually under the facts and law as-

certained the account to be "bad" as claimed and

charged it off in 1929; and that petitioner is en-

titled to the deduction.

Wherefore, petitioner prays that the Board's

decision as appealed from may be reversed and the

case remanded to the Board with directions to al-

low petitioner the deduction as claimed.

Respectfully submitted,

THOMAS N. FOWLER,
Attorney for Petitioner.
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In the United States Circuit Court of
Appeals for the Ninth Circuit

No. 7682

Olympia Hakbor Lumber Company, a Corporation^

petitioner

V.

Commissioner of Internal Revenue, respondent

ON PETITION FO^ REVIEW OF DECISION OF THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF FOR THE RESPONDENT

OPINION BELOW

The only previous opinion in this case is that of

the United States Board of Tax Appeals (R. 18-

25), reported in 30 B. T. A. 114.

JUBISDICTION

The petition for review involves a deficiency in

Federal income tax in the amount of $3,770.35 de-

termined against the petitioner for the calendar
year 1929. The decision of the Board of Tax Ap-
peals was entered April 28, 1934 (R. 25), and the
case is brought to this Court by a petition for re-

(1)



view filed July 3, 1934 (R. 26-30), pursuant to Sec-

tions 1001-1003 of the Revenue Act of 1926, c. 27,

44 Stat. 9, 109, 110, as amended by Section 1101 of

the Revenue Act of 1932, c. 209, 47 Stat. 169.

QUESTION PRESENTED

The only question presented is wether the Board

of Tax Appeals erred in disallowing a deduction of

$33,594.65 from gross income on account of a debt

alleged to have been ascertained to be worthless to

that extent and charged off the taxpayer's books

during the taxable year 1929.

STATUTE AND REGULATIONS INVOLVED

The statute and regulations involved are printed

in the Appendix, infra, pp. 16-19.

STATEMENT

The petitioner, a Washington corporation, with

its 23rincipal office and place of business at Olympia,

Washington (R. 5, 17, 26), was organized in 1924

by five Anderson brothers to engage in the opera-

tion of a sawmill at Oljmipia. The capital stock of

the petitioner was owned by them in equal propor-

tions. The Anderson brothers also owned in equal

shares all of the capital stock of the Tumwater

Lumber Mill Company, which was likewise located

at Ohonpia and which they had operated since 1919

(R.19).

In its income tax return filed for the year 1929

the petitioner deducted the sum of $33,594.65 on

account of the alleged partial worthlessness of a



debt owed by the Tum^water Lumber Mill Company

to the petitioner. In determining the deficiency

here in controversy the respondent and the Board

of Tax Appeals disallowed this deduction (R. 23-

25). From the Board's decision on this issue the

petitioner has appealed to this Court.

Based upon the evidence adduced at the trial

before it, the Board of Tax Appeals made the fol-

lowing findings of fact with respect to the issue

.here involved (R. 20-22) :

In 1928 the Anderson brothers were inter-

ested in the installing of a Swedish gang-

saw mill, which had for its purpose the utili-

zation of lumber under 12 inches in di-

ameter, which sizes were generally being

wasted at the time. The Tumwater Mill at

this period was not engaged in sawmill ox)er-

ations but was working on various real-es-

tate contracts as w^ell as other related activ-

ities in and around Olympia. The Anderson
brothers decided to make the experiment

and selected the Tumwater Co. for that pur-

pose. At that time the Tumwater Co. had
no funds which it could utilize for the pur-

pose and accordingly the Anderson brothers

agreed that the petitioner would advance

whatever funds were needed, the funds so

advanced to be repaid by the Tumwater Co.

out of income from operations.

The new mill was a pure experiment and
difficulties were soon encountered, with the

result that the estimated cost of some $55,-

000 was exceeded and petitioner found it



necessary to advance $84,722 in 1928 and
1929 to put the mill in shape and adopt it to

conditions in the Puget Sound country.

On or al)out December 27, 1929, the Ander-

son brothers, as trustees of petitioner, dis-

cussed the question of the large amount ow-

ing to i^etitioner by the Tumwater Lumber
Mill Co., and reached the conclusion that the

latter, due to the high cost of installing the

new mill, the drop in prices of lumber, and
the curtailed business due to the de^Dression

and consequent depreciation in the value of

the assets of the Tumwater Co., including

certain real-estate contracts, building lots,

garage, stock in other lumber companies,

etc., would not be able to pay the petitioner

the sum advanced to it. It was accordingly

decided to charge off approximately 40 per-

cent of the advance to thp Tumwater Co. as

a bad debt.

No actual charge-off was made on the

books in 1929 and not until some time in

Februar}^ or March 1930 at which time there

was a charge to surplus and a credit to

"special reserve for possible loss" of the

Tumwater Lumber Mill Co. account. This

charge-off was in the amount of $33,594.65.

This entry was so made because the books

had been closed and the profits theretofore

closed into surplus. The loan made to the

Tumwater Lumber Mill Co. was with the

idea that that company would be able to re-

pay from the earnings of its busmess. The
petitioner had the money available and used

it in the other business and expected to get



it back. No notes were given for the ad-

vances and there was no understanding be-

tween the two corporations as to how long

the account would run. Some time after

the book entries were made the assets of the

Tiunwater Lumber Mill Co. were valued as

of December 31, 1929, leased on their liquida-

tion value, and the result of that valuation

placed the assets as worth $142,523.30, with

liabilities outstanding of $186,894.92, which

latter sum included what had been advanced

by petitioner to the Tumwater Lumber Mill

Co. as well as certain mortgages on some of

the properties. The current assets as of

December 31, 1929, were $57,316.38 and the

current liabilities $126,995.62, including the

sums due petitioner. The Anderson broth-

ers did not intend that the outside creditors

of the Tiunwater Co. should lose any money
and intended that they should be paid

through petitioner.

After reviewing the evidence before it the Board

found that the debt due to the petitioner was not

ascertained to be worthless to the extent of $33,-

594.65 and sustained the respondent's disallow-

ance of the deduction claimed (R. 25).

SUMMARY OF ARGUMENT

In computing taxable net income the statute and

regulations allow deductions from gross income

for debts ascertained to be worthless and charged

off during the taxable year. The taxpayer's right

to claim the deduction depends both upon the ascer-

tainment of worthlessness during the year and a



proper charge-off during the year within the mean-

ing of the statute. Whether the taxpayer ascer-

tained the debt to be bad, and charged it off within

the meaning of the statute are both questions of

fact. When the Commissioner disallows a deduc-

tion for bad debts his determination is prima facie

correct and the burden is upon the taxpayer to

prove both the ascertainment of worthlessness and

a proper charge-off. The decision of the Board of

Tax Appeals with respect to the correctness of the

Conunissioner's determination, if supported by any

substantial evidence on either question, will not be

disturbed on appeal.

Where, as in the instant case, the taxpayer claims

a deduction for only a part of a debt the Com-

missioner may, if satisfied that the debt is worth-

less in part, allow deduction in part. While the

discretion of the Commissioner in the case of par-

tial worthlessness is subject to review, his deter-

mination in such cases should not be questioned

unless clearly arbitrary and unreasonable. In the

instant case neither the respondent nor the Board

of Tax Appeals was satisfied that deduction should

be allowed in part. The Board's finding that par-

tial worthlessness had not been ascertained by the

petitioner is supported by the evidence, and the

evidence does not support petitioner's contention

that the amount involved was charged off during

the taxable year within the meaning of the statute.

The Board's decision should be affirmed.



ARGUMENT

I

In computing taxable net income the statute

authorizes certain deductions from gross income,,

including a deduction for debts ascertained to be

worthless and charged off during the taxable year-

Section 23 (j) of the Revenue Act of 1928. In

order to establish its right to a deduction for a bad

debt a taxpayer must show both that it was ascer-

tained to be worthless during the taxable year and

that it was charged off during the taxable year.

Fairless v. Commissioner, 67 F. (2d) 475 (C. C. A.

6th) ; Duffin v. Lucas, 55 F. (2d) 786 (C. C. A. 6th),

certiorari denied, 287 U. S. 611.

Whether a debt was ascertained to be worthless

during the taxable year, as well as the question

whether the amount has been charged off during the

taxable year by the taxpayer, are questions of fact

to be determined from the evidence. In the in-

stant case the Board of Tax Appeals, while indi-

cating that the evidence was far from convincing,

did not definitely find that the deduction claimed

by the petitioner had not been charged off within

the meaning of the statute. Its decision was pred-

icated upon its finding that there had been no ascer-

tainment of worthlessness.

The determination of the respondent is prima

facie correct. United States v. Rindskopf, 105

U. S. 418 ; Fidelity dt Columbia Trust Co. v. Lucas,.

7 F. (2d) 146 (W. D. Ky.)
; Wickwire v. Reinecke^

130049—35 2
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14 F. (2d) 956 (C. C. A. Tth), reversed on another

point, 275 U. S. 101 ; Mimnaugh v. United States,

66 C. Cls. 411, certiorari denied, 280 U. S. 563 ; Van

Smith Bldg. Material Co. v. Commissioner, 44 P.

(2d) 54 (C. C. A. 4th). The burden is upon the

petitioner to establish its right to deduct the

amount claimed. Burnet v. Houston, 283 U. S.

223; Domlioff (& Joyce Co. v. Commissioner, 50 F.

(2d) 893 (C. C. A. 6th). After considering all of

the evidence before it the Board held that the peti-

tioner had not sustained that burden in the instant

case, and the Board's findings will not be disturbed

by this Court if they have any evidence to support

them. Phillips v. Commissioner, 283 U. S. 589;

Old Mission P. Cement Co. v. Commissioner, 69 F.

(2d) 676 (C. C. A. 9th) ; Commissioner v. Burdette,

69 F. (2d) 410 (C. C. A. 9th) ; Commissioner v.

Field, 61 F. (2d) 876 (C. C. A. 2d) ; Matern v. Com-

missioner, 61 F. (2d) 663 (C. C. A. 9th) ; Island

Petroleum Co. v. Commissioner, 57 F. (2d) 992

(C. C. A. 4th) ; Brown Y. Commissioner, 22 F. (2d)

797 (C. C. A. 5th) ; Averi/ v. Commissioner, 22 F.

(2d) 6 (C. C. A. 5th).

II

The evidence fully supports the Board's finding

that there was no ascertainment of worthlessness

during the taxable year. In its findings of fact the

Board finds that in December 1929 the Anderson

brothers discussed the debt of the Tumwater com-

pany, and reached the conclusion that the latter



company would not be able to pay petitioner the

sum advanced to it (R. 21). Petitioner argues

(Br. 23-34, 45-52) that this is a finding that the

debt was "ascertained" to be worthless to the ex-

tent claimed. It is clear, we submit, that this find-

ing is not to be so construed, and there is no incon-

sistency between this finding and the finding that

the debt was not ascertained to be worthless in the

amount claimed. By arbitrarily estimating pres-

ent values for the assets of the Tumwater company

the petitioner's directors decided that the Tum-

water company could not have paid the debt in full

then.

But the evidence falls far short of establishing

that petitioner's directors at that time ascertained

the account to be worthless to the extent claimed.

The balance sheet of the Tumwater company

showed assets as of December 31, 1929, to be

$33,533.38 in excess of liabilities, including the

liability to petitioner (R. 39-40). The gang saw-

mill was constructed for purely experimental pur-

poses, and in making the advances petitioner in-

tended that repayment should be made out of

income (R. 22). Construction had not been com-

pleted at the end of 1929 (R. 29, 44), and the mill

was still in operation when it was decided to claim

a part of the loans as a deduction (R. 23). There

appears to have been no intention on the part of

either company at that time to abandon the project.

Cf
. Island Petroleum Co. v. Commissioner, supra.

For all the record shows, the construction was car-
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ried to completion and operation of the mill con-

tinued, at least for a period beyond the end of the

year 1929. Continued dealings with a debtor under

such circumstances tend strongly to show no ac-

tual ascertainment of worthlessness. Cf . Squier v.

Commissioner, 68 F. (2d) 25 (C. C. A. 2d) ; Poivers

31fa. Co. V. Commissioner, 34 F. (2d) 255 (C. C. A.

8th); King \. Commissioner, 16 B. T. A. 1049;

Jones V. Comm^issioner, 13 B. T. A. 1271.

With the mill still uncompleted, and its prac-

ticability and earning capacity still in the experi-

mental stages the petitioner's directors, in deter-

mining the amount of the Tumwater company debt

to be charged off, arbitrarily placed a liquidation

value of 50 percent upon the new sawmill building

and 40 percent upon the new equipment (R. 43),

although the witness Anderson testified (R. 44)

that "No one can tell what the realizable [value]

of that was." Also, as the Board found (R. 24)

petitioner evidently did not consider it was deal-

ing at arms length with the Tumwater company,

for, even on its own calculations it would have

recovered more than 60 percent of the amount

due it. Under the circumstances the petitioner

treated the amount more as a forgiveness of in-

debtedness than a true ascertainment of worth-

lessness.

Under the circumstances the Board was clearly

justified in finding that there had been no ascer-

tainment of worthlessness. Cf. Commissioner v.
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Burdette, supra. In Avery v. Commissioner,

supra, the Court said (p. 8)

:

It is a familiar rule that in trials at law,

when different conclusions may be drawn by

reasonable men from undisputed facts, the

question presented is one for the jury.

Such is the case before us. We are not at

liberty to substitute our opinion for that of

the board on the facts shown on the record,

even if we were disposed to do so.

In Commissioner v. Field, supra, the court said

(p. 878), "Unless arbitrarily arrived at, the deter-

mination of the Board of Tax Appeals must

stand." In the instant case the determination of

the Board is entirely reasonable, and this Court

will not substitute its opinion for that of the Board.

Ill

Still more conclusive here is the fact that peti-

tioner is claiming only a partial deduction of the

debt due from the Tumwater company. The claim

is made under that part of Section 23 (j) which

provides

:

* * * and when satisfied that a debt is

recoverable only in part, the Commissioner

may allow such debt to be charged off in

part.

Neither the respondent nor the Board of Tax Ap-

peals were satisfied that the debt was recoverable

only in part, and the discretion given to the re-

spondent under this provision should not be inter-
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fered with unless plainly arbitrary or unreasonable^

In Stranahan v. Commissioner, 42 F. (2d) 729

(C. C. A. 6th), certiorari denied, 283 U. S. 822, the

court said (p. 731) :

Although there is power in the courts to

review the action of the board in disallow-

ing a deduction based upon a debt "recov-

erable only in part", it is clear from the

language of the statute that the administra-

tive authorities, the Commissioner and the

Board, are given a wider discretion in de-

termining whether such allowances should

be made than is given them with respect to

debts ascertained "to be worthless and
charged off within the taxable year." De-

ductions of the latter are allowed as a mat-

ter of law, but the statute provides as to the

former that "when satisfied that a debt is

recoverable only in part, the commissioner

may allow such a debt to be charged off in

part." Thus it would seem that the deci-

sions of the Commissioner and Board in

passing on claims of this kind should not be

interfered with by the courts unless plainly

arbitrary or unreasonable. Cf. Lucas v.

American Code Co., 280 U. S. 445, 50 S. Ct.

202, 74 L. Ed. 538, and Lucas v. Kansas City

Strticfural Steel Co., 281 U. S. 264, 50 S. Ct.

263, 74 L. Ed. —, decided April 14, 1930.

See also Continental Pipe Mfg. Co. v. Poe, 59-

F. (2d) 694, 696 (C. C. A. 9th), and Pottash Bros,

V. Burnet, 50 F. (2d) 317, 320 (App. D. C).
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IV

In order to overcome the presumption of cor-

rectness which attaches to the respondent's deter-

mination it was also necessary for petitioner to

prove that the amount claimed as a deduction was

charged off as a bad debt within the taxable year.

The Board made no specific finding that the amount

was charged off within the meaning of the statute,

and the failure to so find is assigned as error (R.

27). In its opinion the Board stated that the evi-

dence was far from satisfactory that there was a

charge-off within the taxable year (R. 24). A re-

view of the evidence, particularly the testimony of

the witness Knight (R. 78-83), only serves to em-

phasize this uncertainty. The witness Anderson

testified (R. 61-62, 64) and the Board found (R. 21)

that in December 1929 approximately 40 percent of

the account of the Tumwater company should be

written off. But he does not state that the amount

was actually charged off by the petitioner's book-

keeper. The inference is that he did not. Irome-

diately after the end of the year the bookkeeper

closed the books and submitted a tentative report

which apparently did not reflect this deduction

(R. 61-62). Later in the year 1930 the witness

Knight, a certified public accountant, audited the

books and prepared his report (R. 61-62, 78).

When his report was first submitted to Anderson

the latter inquired about the amount written off
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on account of the Tumwater debt. The witness

Knight knew nothing about it (R. 78). It was he

who took care of setting up the necessary book

entries to reflect the charge-off (R. 79).

Petitioner argues that the account was charged

off as a part of the closing entries for the year 1929

and cites several cases to support the position that

book entries made after the close of the taxable

year, but as a part of the closing entries for the

year, satisfy the requirement of the statute (Br.

35-41) . The principle need not be disputed. It is

not applicable to the facts of this case. The witness

Knight testified that at the time he made his audit

the books had been closed (R. 78). The petitioner

carried a regular account on its books to which bad

debts were normally charged, and if the books had

not been closed Knight would have charged the

amount to this account and credited surplus (R.

81). But since the books had been closed, the bad

debts account closed into profit and loss, and the

profit and loss account closed into surplus (R. 81)

they decided to charge this item off by setting up

on the books a "Special reserve for possible loss in

Tumwater Lumber Mills account" to which this

item was credited, and a corresponding charge

made against surplus (R. 80-81). The bookkeeper

actually made the entries after the manner of

charge-off had been decided upon (R. 80). The

witness Anderson testified (R. 62, 63) that the

amount was charged to a special account *'so it
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could always be shown where it had been charged"

and "so if it is ever collectible it is there and it will

account for itself." An intention to charge the

amount off for 1929 seems fairly clear, but the

evidence on this question is far from convincing

enough to overcome the presumption that the re-

spondent correctly disallowed the deduction

claimed.

CX>NCLXJSION

The decision of the Board of Tax Appeals is cor-

rect and should be affirmed.

Respectfully submitted.

Frank J. Wideman,
Assistant Attorney General.

SEWALii Key,

F. E. YOUNGMAN,
Special Assista/nts to the Attorney General.

April 1935.



APPENDIX

Revenue Act of 1928, c. 852, 45 Stat. 791

:

Sec. 23. Dedijctions feom gross income.

lu computing net income there shall be

allowed as deductions:*****
(j) Bad debts.—Debts ascertained to be

worthless and charged off within the taxable

year (or, in the discretion of the Connnis-
sioner, a reasonable addition to a reserve for

bad debts) ; and when satisfied that a debt
is recoverable only in part, the Commis-
sioner may allow such debt to be charged off

in part.

Treasury Regulations 74, as promulgated under

the Revenue Act of 1928

:

Art. 191. Bad debts.—Bad debts may be
treated in either of two ways

:

(1) By a deduction from income in re-

spect of debts ascertained to be worthless in

whole or in part, or

(2) By a deduction from income of an
addition to a reserve for bad debts.

Taxpayers were given an option for 1921
to select either of the methods mentioned
for treating such debts. (See article 151,

Regulations 62.) The method used in the

return for 1921 must be used in returns for

subsequent years and in returns under the

Revenue Act of 1928 unless permission is

granted by the Commissioner to change to

(16)
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the other method. A taxpayer filing a first

return of income may select either of the two
methods subject to approval by the Com-
missioner upon examination of the return.

If the method selected is approved, it must
be followed in returns for subsequent years,

except as permission may be granted by the

Commissioner to change to another method.
Application for permission to change the

method of treating bad debts shall be made
at least 30 days prior to the close of the tax-

able year for which the change is to be effec-

tive. (See also article 195.)

Where all the surrounding and attending
circumstances indicate that a debt is worth-
less, either wholly or in part, the amount
which is worthless and charged off or writ-

ten down to a nominal amount on the books
of the taxpayer shall be allowed as a deduc-
tion in computing net income. There should
accompany the return a statement showing
the propriety of any deduction claimed for

bad debts. No deduction shall be allowed
for the part of a debt ascertained to be
worthless and charged off prior to January
1, 1921, unless and until the debt is ascer-

tained to be totally worthless and is finally

charged off or is written down to a nominal
amount, or the loss is determined in some
other manner by a closed and completed
transaction. Before a taxpayer may charge
off and deduct a debt in part, he must ascer-

tain and be able to demonstrate, with a rea-

sonable degree of certainty, the amount
thereof which is uncollectible. Any amount
subsequently received on account of a bad
debt or on account of a part of such debt
previously charged off and allowed as a de-

duction for income-tax purposes, must be

included in gross income for the taxable year
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in which received. In determining whether
a debt is worthless in whole or in part the

Commissioner will consider all pertinent
evidence, including the value of the collat-

eral, if any, securing the debt and the finan-

cial condition of the debtor. Partial deduc-
tions will be allowed with respect to specific

debts only.

Where the surrounding circumstances in-

dicate that a debt is worthless and uncollecti-

ble and that legal action to enforce payment
would in all probability not result in the sat-

isfaction of execution on a judgment, a
showing of these facts will be sufficient evi-

dence of the worthlessness of the debt for

the purpose of deduction. Bankruptcy is

generally an indication of the worthlessness
of at least a part of an unsecured and unpre-
ferred debt. Actual determination of worth-
lessness in bankruptcy cases is sometimes
possible before and at other times only when
a settlement in bankruptcj^ shall have been
had. Where a taxpayer ascertained a debt
to be worthless and charged it off in one
year, the mere fact that bankruptcy pro-
ceedings instituted against the debtor are
terminated in a later year, confirming the
conclusion that the debt is worthless, will

not authorize shifting the deduction to such
later year. If a taxpayer computes his in-

come upon the basis of valuing his notes or
accounts receivable at their fair market
value when received, which may be less than
their face value, the amount deductible for
bad debts in any case is limited to such origi-

nal valuation.

Where banks or other corporations which
are subject to supervision by Federal au-
thorities (or by State authorities maintain-
ing substantially equivalent standards) in
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obedience to the specific orders, or in accord-
ance with the general policy of such super-
visory officers, charge off debts in whole or
in part, such debts shall, in the absence of
affirmative evidence clearly establishing the
contrary, be presumed, for income-tax pur-
poses, to be worthless or recoverable only in
part, as the case may be.
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APPEARANCES

:

For Taxpayer

:

HARRY CORVIN, Esq.

For Comm'r:

DEAN P. KIMBALL, Esq.

Docket No. 62902

J. J. O'ROURKE,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES.
1932

Mar. 16—Petition received and filed. Taxpayer no-

tified. (Fee paid)

^' 17—Copy of petition served on General

Counsel.

Apr. 14—Answer filed by General Counsel.

" 21—Copy of answer served on taxpayer. Cir-

cuit Calendar.

1933

Jul. 10—Hearing set week of Sept. 25, 1933 at San

Francisco, California.

" 31—Motion for leave to amend answer, amend-

ment tendered, filed by General Counsel.

8/2/33 granted.

Oct. 3—Hearing had before Mr. Marquette, Div. 1

on merits. Briefs due Nov. 20, 1933. Called

9/25/33.
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1933

Oct. 26—Transcript of hearing of Oct. 3, 1933 filed.

Nov. 14—Brief filed by taxpayer.

1934

May 17—Memorandum opinion rendered, Mr. Mar-

quette, Div. 1. Judgment will be entered

for the Commissioner.
** 18—Decision entered, Div. 1, Mr. Marquette.

Aug. 17—Supersedeas bond in the amoiuit of

$2,000.00 approved and ordered filed.

*' 17—Petition for review to U. S. Circuit Court

of Appeals (9) with assignments of error

filed by taxpayer.

'' 17—Affidavit of service of petition filed.

Sep. 29—Praecipe filed.

Oct. 15—Copy of order from 9th Circuit extending

time to Nov. 17, 1934 to file record filed.

'* 22—Praecipe filed by taxpayer.

" 22—Affidavit of service of praecipe filed.

Nov. 5—Agreed statement of evidence lodged.

" 7—Agreed statement of evidence approved

and ordered filed.

*' 13—Copy of order from 9th Circuit extending

time to December 17, 1934 to file record

filed. [1*]

*Page numbering appearing at the foot of page of original certified

Transcript of Record.
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United States Board of Tax Appeals

Washington, D. C.

Docket No. 62902

J. J. O'EOURKE,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION.
The above-named taxpayer hereby appeals from

the determination of the Commissioner of Internal

Revenue set forth in his deficiency letter

IT:AR:E-2

IJ-60D

dated January 21, 1932, and as the basis of his ap-

peal sets forth the following

:

(1) That Taxpayer is a citizen of the United

States, State of California, a resident of the City

of Colusa, California, with his principal place of

business at Colusa, California.

(2) That the deficiency letter (a copy of which

is attached hereto and marked EXHIBIT A) was

mailed to the Taxpayer January 21, 1932, and con-

tains a determination of the tax liability for the

fiscal year ended January 31, 1930, and states a

deficiency of $791.40.

(3) That the tax in controversy herein is Fed-

eral Income [2] Tax for the fiscal year ended Jan-

uary 31, 1930. The total tax liability determined by

the Commissioner for said year is fixed at $4,105.31.
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The Taxpayer originally returned and paid a tax

for said year in the amount of $3,313.91. Taxpayer

claims his correct Federal Income Tax Liability for

the fiscal year ended January 31, 1930 is $2,914.12,

and that of his wife, Luella Marie O'Rourke is

$70.10, or a total of $2,984.22, making the tax in con-

troversy $1,121.09.

(4) The determination of the tax contained in

said deficiency letter is based upon the following

error

:

The Commissioner has included in Taxpayers

taxable income his wife's proportionate amount of

community income earned during the fiscal year

ended January 31, 1930 from community property

acquired after July 29, 1927. The community in-

come in question is $7,669.31 net, and represents his

wife's share of community income received from

services rendered or earned income.

STATEMENT OF FACTS.
(a) Taxpayer filed his return for the taxable

year ended January 31, 1930, in accordance with the

then existing laws and regulations. Taxpayer's wife

had no separate income other than her community

interest in the earning of Taxpayer.

(b) There was no authority under the existing

laws and regulations to file (and have same accepted

as final and binding upon the Commissioner) a tax

return reporting only the Taxpayer's proportionate

share of the community income, and a separate re-

turn reporting only the proportionate share of Tax-

payer's wife in the community income.
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(c) While it is true that the Commissioner in-

structed the Collector of Internal Revenue to receive

returns filed on a community property basis, it was

with the understanding that such return would not

be accepted as final, but rather tentatively, and [3]

would be held in abeyance until such time as the

Supreme Court of the United States had finally

ruled upon the question. Same also provided that

if the Court finally decided against the community

property basis for California taxpayers, there would

then be added to the tax a charge for interest.

(d) The Taxpayer contends that he did not have

an inherent right to file a tax return upon the com-

munity property basis, notwithstanding the fact that

the Commissioner had tentatively permitted the

filing of tax returns upon community property

])asis subject to future decision of the Courts

with reference thereto and involving the possibility

of interest charges; and that his filing of a single

return reporting all the income received by him,

including his wife's community share of his earn-

ings, did not constitute such an election as would

preclude the redetermination of the tax liability of

the Taxpayer or his wife upon the community

property basis, because Commissioner by his very

ruling itself did not recognize any right on the part

of the Taxpayer to make such an election for he

would only tentatively accept same. Taxpayer's

wife having no other income which could be in-

cluded in his return, there is no foundation for the

ruling by the Commissioner that he had elected to

file a separate return.
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(e) Taxpayer contends that there can be no

question but that the Commissioner could (even

though he instructed the Collector of Internal Rev-

enue to receive returns filed on the community prop-

erty basis) have levied a jeopardy assessment and

insisted upon the tax being paid in full in accord-

ance with the then existing laws and regulations

in any of the cases where taxpayers had filed a re-

turn on a community property basis, so that neces-

sarily it cannot consistently be held that Taxpayer

had an inherent right of election.

(f) Taxpayer believes that before it can be le-

gally proven that he has elected a basis for filing

a tax return, it must be [4] shown that the election

was made after full consideration could be given

to the final determination of tax under the different

bases.
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COMPUTATION OF TAX.
Jan. 31. 1930. As per Return Luella Marie J. J.

filed O'Rourke O'Rourke

43427.23

One half tiav. exp. added back 2488.14

Salary of J. J. O'Rourke 2400.00

Jnteresr received on Tax refund 246.58

Taxable Interest on Liberty Bonds 492.98

J

49054.93

Additional Depreciation 206.61

Loss on sale of

Ford car 91..51 298.12

48756.81

Salary 12000.00

Less Expenses 6406.90

5593.10

Accepted Adjustments

as per Agent 's report

dated April 2, 1'I31,

From Examining

OflScer's Audit

—

Chas. E. Curtin.

Plus adjustment (above) 2488.14

8081.24

Income from business

Interest received (see adjustment above)

Interest received

Rents received

Dividends received

Taxable interest on Liberty bonds (Above)
Earned income from Business (%)

Total Income

Earned Income.

Income from Business 4202.12

Int. received

through business 27834.51

Taxable Int. Liberty Bonds 492.98

Rents Received Store

property 1292.50

4040.62 4040.62

4202.10

246.58

27834.51

1292.50

6606.90

492.98

3382.11 3382.11-Minus

7669.31 41087.50

33822.11

20% of Above 6764.42

One half Same 3382.21 [5]
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J.J. Luella M.
O'Rourke O'Rourke

Computation of Tax.

Taxable income 41087.50 7669.31

Dividends Beceived 6606.90

Taxable Int. Liberty Bonds 492.98

Personal Exemption 3500.00 10599.88 .00

30487.62 7669.31

Income Tax:

1/2 7o first $4000.00 20.00 20.00

29^r second $4000.00 80.00 73.39

4'yr on remainder 899.50

999.50

Plus 1/12 of 17c to add 1 month to 1930 rates .83

1000.33

Less Earned Income Credit 5.84

93.39

.08

93.47

2.3.37

994.49 70.10

Surtax 1919.63

J. J. O'Eourke Tax Liability 2914.12 2914.12

Luella Marie O'Eourke Tax Liability 70.10

2984.22

Previously assessed and Paid 3313.91

NET REFUND DUE TAXPAYER $ 329.69

WHEREFORE, petitioner respectfully prays

that this board hear and determine his petition, and

that the hearing thereof be had at the City of San

Francisco, State of California.

HARRY CORYIX,
Counsel for Taxpayer,

1507 Mills Tower,

San Francisco, California.

ARTHUR R. BECHTOLD,
110 Sutter Street,

San Francisco, California,

Certified Public Accountant.

[6]
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State of California,

City and County of

San Francisco.—ss.

J. J. O'ROURKE, being first duly sworn, de-

poses and says,

That he is the petitioner named in the foregoing

petition ; that he has read the foregoing petition and

knows the contents thereof; that the same is true

of his own knowledge, except as to those matters

therein stated on information and belief, and as to

those matters that he believes it to be true.

J. J. O'ROURKE.

Subscribed and sworn to before me this 11th day

of March 1932.

CHARLES S. KAUFMAN,
Notary Public in and for the City and County

of San Francisco, State of California.

[Endorsed] : United States Board of Tax Appeals.

Filed March 16, 1932. [7]

[Title of Court and Cause.]

AMENDED ANSWER
Now^ comes the Commissioner of Internal Rev-

enue, by his attorney, E. Barrett Prettyman, Gen-

eral Counsel, Bureau of Internal Revenue, and, pur-

suant to leave granted, files this amended answer to

the petition filed in the above-entitled appeal, and
admits and denies as follows:

(1) Admits the allegations of paragraph (1).

(2) Admits the allegations of paragraph (2).

(3) Admits that the tax in controversy is Fed-



10 J. J. O'Rourke vs.

era! income tax for the fiscal year ended January

31, 1930, and that the deficiency asserted by the

Connnissioner for said year was $791.40, as stated in

paragraph (2) of the petition; denies that the

amount here in controversy is any other sum than

$791.40. For lack of information sufficient to form

a belief, denies the various allegations of fact and

the allegations as to petitioner's "claims", all of

which allegations are contained in the sentences of

paragraph (3) beginning with the second sentence.

(4) Denies that the Coimnissioner erred as

alleged in paragraph (4).

(5) Denies the allegations set forth in para-

graphs (a) to (f), inclusive, imder the caption

"Statement of Facts".

(6) Denies, generally and specifically, each and

every allegation of the petition not hereinbefore ad-

mitted, qualified or denied. [8]

WHEREFORE, it is prayed that the appeal be

denied.

(Signed) E. BARRETT PRETTYMAX,
General Counsel,

Bureau of Internal Revenue.

Of Counsel

:

DEAN P. KIMBALL,
EDWARD C. ADAMS,

Special Attorneys,

Bureau of Internal Revenue.

[Endorsed] : United States Board of Tax Appeals.

Lodged Jul. 31, 1933.

[Endorsed]: Filed August 2, 1933. [9]



Commr. of Internal Revenue 11

[Title of Court and Cause.]

Harry Corvin, Esq., for the petitioner.

D. P. Kimball, Esq., for the respondent.

MEMORANDUM OPINION
MARQUETTE : The respondent has determined

a deliciency against the petitioner, a resident of

California, for the fiscal year ended January 31,

1930, in the amount of $791.40. The only error

assigned is the action of the respondent in including

in petitioner's taxable income his wife's proportion-

ate share of community income earned during the

fiscal year ended January 31, 1930, from community

property acquired after January 29, 1927.

It appears that the tax return for the year in

question was prepared by petitioner's bookkeeper.

In the return the question,—"Is this a joint return

of husband and wife?" was answered: ''Yes." [10

J

The return was signed, sworn to and filed by the

petitioner as his tax return for the year. The peti-

tioner now claims that a part of his income reported

in the return was community income under the

laws of California, acquired since July 29, 1927,

and that he had no knowledge that a return on any

basis other than the one filed would be accepted;

that, therefore, he had not elected to file a joint

return as he did not understand the question in a

technical or legal sense; that he did not have in

mind any conscious intent to choose between filing

the return which he did file and any other return

he could have filed. He therefore says that he is
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entitled to have his tax recomputed upon a separate

or community basis.

We must deny the petitioner's contention. We
have nothing in the record to indicate that petitioner

or his bookkeeper who prepared the return made

any effort to ascertain what his rights were in

respect of filing separate returns and, having

adopted and filed the return prepared for him, we

think this is a sufficient election on his part to

prevent a later change. In the absence of evidence

that the respondent has prevented or deterred the

petitioner and his wife from filing separate re-

turns, we must hold that the filing of the joint

return constituted an election. Neither is there any-

thing to show that petitioner and his wife ever

attempted to file amended separate returns. Even if

they had, their election under the facts [11] shown

would be final. Rose v. Grant, 39 Fed. (2d) 340,

dismissed, 283 U. S. 867; Mcintosh v. Wilkinson,

36 Fed. (2d) 807; Torlief Torland, 11 B. T. A. 35;

R. Downes, Jr., 5 B. T. A. 1029. This rule is not

altered by the fact that some of the income reported

was community income. R. Downes, Jr., supra.

Judgment will be entered for the respondent.

Enter

:

[Endorsed] : Entered May 17, 1934. [12]
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UNITED STATES BOARD OF TAX APPEALS
Washington

Docket No. 62902.

J. J. O'ROURKE,
Petitioner,

V.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the determination of the Board, as

set forth in its memorandum opinion entered May
17, 1934, it is

ORDERED and DECIDED: That there is a

deficiency of $791.40 for the fiscal year ended Jan-

uary 31, 1930.

[Seal] (Signed) JOHN J. MARQUETTE,
Member.

Enter

:

[Endorsed] : Entered May 18, 1934. [13]
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In the United States Circuit Court of Appeals for

the Ninth Circuit.

Docket No. 62,902.

J. J. O'ROURKE,
Petitioner,

TS.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

PETITION OF J. J. O'ROURKE FOR REVIEW
BV THE UNITED STATES CIRCUIT
COURT OF APPEALS OF DECISION OF
THE UNITED STATES BOARD OF TAX
APPEALS.

To the Honoral)le United States Circuit Court of

Appeals for the Ninth Circuit:

Now comes Petitioner J. J. O'Rourke, and re-

spectfully shows:

(1) At all the times herein mentioned petitioner

was, and he now is, a citizen of the United States,

a married man, residing with his wife, Luella Marie

O'Rourke, at the City of Colusa. State of California.

(2) NATURE OF CONTROVERSY: An ap-

peal was taken by petitioner to the United States

Board of Tax Appeals from the determination of

the (Commissioner of Internal Revenue set forth

in his deficiency letter IT :AR :E-2, IJ—60D, dated

January 21, 1932, stating a deficiency of $791.40

in his federal income tax for the fiscal year ended

January 31, 1930. The opinion of the Board of

Tax Appeals was promulgated on May 17, 1934.
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The petitioner is dissatisfied with the findings and

decision of the Board of Tax Appeals, and [14]

applies for a review by the United States Circuit

Court of Appeals for the Ninth (Urcuit. The con-

troversy involves a single distinct issue, which is

stated as follows

:

(a) In his said income tax return, filed at San

Francisco, petitioner reported all of his separate in-

come and all of the community income of himself

and his wife, the latter having no income of her

own aside from her statutory interest in the com-

munity income. The internal revenue agent in charge

made certain adjustments to income, which were

accepted by taxpayer as correct. The total tax

liability determined by the Commissioner for said

fiscal .year was $4,105.31, and was computed on a

joint basis. Petitioner originally returned and paid

a tax of $3,313.91. He contends that he is entitled

to have his tax recomputed upon a separate or

community basis; that the correct amovmt of his

own tax is $2,914.12, and that of his wife, Luella

Marie O'Rourke is $70.10, or a total of $2,984.22,

a.nd that he is entitled to a refund of $329.64;

and that the determination of the (Commissioner is,

therefore $1,121.09 in excess of the correct amount.

The Commissioner included in petitioner's taxable

income his wife's net proportion of community in-

come earned during the said fiscal year from com-

munity property acquired after July 29, 1927,

amounting to $7,669.31, representing the amount

received from services rendered or earned income.
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Through [15] ignorance of the meaning or sig-

nificance of the term ''joint return of husband

and wife", petitioner answered in the affirmative

the question in said return, "Is this a joint return

of husband and wife?".

(3) The opinion of the Board of Tax Appeals

was promulgated on May 17, 1934, and its decision

and final determination was entered May 18, 1934,

in favor of respondent and against petitioner.

(4) Your petitioner, being aggrieved by the

findings of fact and conclusions of law contained

in the said findings and opinion of the Board, and

by its decision entered pursuant thereto, desires

to obtain a review thereof by the United States

Circuit Court of Appeals for the Ninth Circuit.

ASSIGNMENTS OF ERROR.
Petitioner assigns as error the following acts and

findings of the Board of Tax Appeals:

(1) The finding that the return filed by peti-

tioner constituted a joint return of petitioner and

his wife.

(2) The finding that the return filed by peti-

tioner constituted an election to file a return on a

joint basis.

(3) The finding that it was encumbent upon

petitioner to show that petitioner and his wife had

been prevented or deterred by the respondent from

filing separate returns. [16]

(4) The finding that petitioner was barred from

having his tax recomputed on a community basis.

(5) The order and decision that there is a
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deficiency of $791.40 in the amount of income tax

reported and paid by petitioner for the fiscal year

ended January 3] , 1930, and the failure to find that

petitioner is entitled to a refund of $329.64 of the

tax returned and paid.

(6) That the finding of the Board that peti-

tioner elected to file a joint return is unsupported

by any evidence and is contrary to the evidence.

HARRY CORVIN,
1507 Mills Tower,

San Francisco,

Attorney for Petitioner.

State of California,

City and County of San Francisco.—ss.

J. J. O'ROURKE, being first duly sworn, de-

poses and saj^s:

That he is the petitioner named in the foregoing

petition for review; that he had read the said

petition and is familiar with the statements con-

tained therein; that said statements are true to the

best of his knowledge, information, and belief.

J. J. O'ROURKE.

Subscribed and sworn to before me this 7th day

of August, 1934.

[Seal] HENRIETTA HARPER,
Xotary Public in and for the City and (-ounty

of San Francisco, State of California.

[Endorsed]: United States Board of Tax Ap-
peals. Filed August 17, 1934. [17]
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[Title of Court and Cause.]

STATEMENT OF EVIDENCE TO BE USED
ON PETITION FOR REVIEW TO THE
UNITED STATES CIRCUIT COURT OF
APPEALS FOR THE NINTH (^RCUIT.

The above-entitled cause came on for hearing on

the 3rd da}' of October, 1933, before the Honorable

John J. Marquette, member of the United States

Board of Tax Appeals, at San Francisco, Califor-

nia, Harry Corvin, Esq., representing the petitioner

and Dean P. Kimball, Esq., representing the re-

spondent, Commissioner of Internal Revenue.

The following is a statement of the evidence sub-

mitted and proceedings had so far as the same is

necessary and pertinent to the assignments of error

set forth in the petition for review herein.

J. J. O'ROURKE,

the petitioner, was duly sworn as a witness on be-

half of petitioner and testified as follows:

Direct Examination

During the time covered by the income tax return

in question here I was a married man living with

my wife, Luella Marie O'Rourke, at Colusa, Cali-

fornia and engaged in the general [18] merchandise

business.

There was thereupon offered and received in evi-

dence, as Petitioner's Exhibit No. 1, the joint return

filed by petitioner and wife for the fiscal year

ended January 31, 1930. There was also offered and
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(Testimony of J. J. O'Rourke.)

received in evidence, as Petitioner's Exhibit No. 3,

a copy of the so-called 60-day letter together with,

as Petitioner's Exhibit No. 4, a copy of a report

dated April 2, 1931, over the signature of Internal

Revenue Agent in Charge B. W. Wilde, Jr. I did

not personally make out the return or the various

accounting features involved therein; this was done

by nw bookkeeper, Mr. R. C. Armstrong. I did not

personally keep the books or accounts of my busi-

ness during the period involved in the return. I

am not familiar with accounting or income tax mat-

ters. My wife had no separate income during the

period covered by the return, other than her statu-

tory community interest. The proportion of the

community income arose from my salary and so

forth. My wife had no income of her own. At the

tune of the preparation and filing of the return

I had not received or seen a copy, and did not

know of the existence or promulgation of a ruling

No. 2457 of the C-ommissioner of Internal Revenue,

instructing the Internal Revenue Collector to ac-

cept from husband and wife domiciled in California

income tax returns in which community income was
reported separately by husband and wife. I did not

know that such returns would be accepted.

Q. Had you filed in any taxable year previous

to this a return in which you had reported the in-

come of yourself and your [19] wife separately ?

A. I think we did.

Q. And did your wife file any separate return?

A. No, sir.
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(Testimony of J. J. O'Rourke.)

I did not know at the time the return referred

to here was prepared and filed that there had been

made a change in ruling in respect to the filing

of returns on commmiity income. I believed when

I filed the return that the only way I could report

]ny comnmnit,y income was the way I did report it

in that return. The significance of my affirmative

reply to the question in my return, "Is this a joint

return of husband and wife", was "Well, I didn't

know. I thought there was only one return, and

made it out that way." In filing the return I did

not have in mind any conscious attempt to choose

between that return and a return computed on any

other basis.

Cross Examination

I don't remember the year in which I had l^een

refused the right to file separate returns. I think the

refusal was in writing. I do not remember when

the refusal was received, or the year to which it

related. My bookkeeper, Mr. Armstrong, helped me
prepare my income tax return for the year involved,

as well as previously in other years. All I did was to

sign the return.

E. C. ARMSTEONG,

was duly sworn as a witness on behalf of the peti-

tioner and testified as follows: [20]

Direct Examination

My occupation is a bookkeeper and I am an

employee of J. J. O'Eourke. I have been engaged
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(Testimony of R. C. Armstrong.)

in bookkeeping over 25 years. I kept the books and

records of J. J. O'Rourke during the period Feb-

ruary 1, 1929 to January 31, 1930. I made out in

its entirety the income tax return of J. J. O'Rourke

covering the same period. Everything on it other

than the signature and the affidavit was inserted

thereon by me. I am not an expert accountant or

a specialist or an expert in income tax matters. At

the time of preparing the return I did not know of

the existence or promulgation of a ruling of the

(Commissioner of Internal Revenue instructing the

Internal Revenue Collector of San Francisco to

accept from husband and wife domiciled in Cali-

fornia income tax returns in which community in-

come was reported separately by the husband and

wife; at that time I had not seen a copy of such

ruling, and had no information of its existence or

promulgation, and did not know the Government

would accept separate returns for a husl^and and

wife domiciled in California, even though tentative.

I made out Mr. O'Rourke 's return for several years

prior to the year involved herein, in several of

Avhich the community income was reported sep-

arateh^ At the time of making out the return in-

volved, I knew ''we had been denied the right to

file community property returns," ])ut I would not

he sure of the years. I did not know when I pre-

pared the return in the instant case that there had

been any change in ruling in respect to the accept-

ance of returns report- [21] ing community income.
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(Testimony of R. C. Armstrong.)

I understood, when I prepared the return that the

only way the community income of Mr. and Mrs.

O'Rourke could be reported was the way it was

reported in the return. In answering what was the

significance of an affirmative reply to question No. 3

on the return as to whether it was the joint return

01 husband and wife, I replied: '^Well, the only

thing it meant to me was that that was the entire

family income"; I did not have in mind the con-

scious intent to distinguish between what might be

technically called a joint return and what might be

technically called separate returns; I "only con-

sidered it the total income", and gave it no thought

further than that.

Cross Examination

The refusals to permit the filing of returns on

a separate basis mentioned by me on direct ex-

amination came orally from the traveling auditors

who disallowed such retvirns and made reassess-

ments and they told us not to file such returns in

the future. I wouldn't know what years such re-

fusals related to, but presume they could relate

to years prior to 1927. I have nothing in writing

indicating such refusal. As I remember it, it was

given by two or three different revenue agents

when they reassessed, but I don't remember the par-

ticular year.

Redirect Examination

"Q. Do 3^ou know or do you not know whether

or not a claim was, subsequent to the year involved
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(Testimony of R. C. Armstrong.)

here filed by respondent, by the Government, for

moneys paid by Mrs. O'Rourke concurrently by tbe

filing of a separate return by reason of a former

vear ? [22]

A. Yes, a claim was filed by her, I am sure, and

collected.

Q. You don't recall the year?

A. No, I don't recall the year."

ARTHUR R. BE(^HTOLD,

was duly sworn as a witness on behalf of the peti-

tioner, and testified as follows:

Direct Examination

I have been engaged fifteen years in my present

occupation as a certified public accountant. I am

familiar with the fact that the matter involved ni

this hearing is the income tax return of the peti-

tioner for the year ended January 31, 1930, and

with the accounts of Mr. O'Rourke upon which

it was predicated, but I did not assist in preparing

the return. I have advised with Mr. O'Rourke on

income tax matters since 1930; and made the segre-

gation of income resulting in the figures shown on

page 5 of the petition, showing that Mrs.

O'Rourke 's tax should have been $70.10 and peti-

tioner's tax $2,914.12.

"Q. I hand you now a copy of pages 4 and 5

of the petition filed herein, and ask you to please
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(Testimony of Arthur R. Beclitold.)

state what items of the taxpa^^er's income you in-

cKided as community property, and explain what

each item represents.

A. Well, in the first instance, Mr. Armstrong

(petitioner's bookkeeper) in preparing his return

attempts to make Schedule A reflect his income from

the general merchandising end of Mr. O'Rourke's

business. Mr. O'Rourke includes, along with his

general merchandising end, and which is correlated

with it, his financing business. He finances [23] the

farms, taking mortgages and buying their grain,

and sells it for them, and this financing business is

worked together with his general merchandise busi-

ness; but in preparing the return, Mr. Armstrong

has always attempted to keep the general merchan-

dise end of the business confined to the Schedule A
on the back of the return. Therefore, I took Sched-

ule A, which was the general merchandise end of

it, added thereto the adjustments made by the rev-

enue agent, which were accepted by the taxpayer,

added thereto the interest received from the finan-

cial end of the business; added the taxable interest

on liberty bonds, which is part of the schedule of

the mercantile business, and the returns from the

store building itself, giving a total income from that

source of $33,822.11; allocated 20% of that as being

a fair amount for personal services, or a total of

$6,764.42. Figuring that $6,764.42 was a fair amount

for personal service, in filing the returns on com-

munity property basis, I gave one-half to Mrs.
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(Testimony of Arthur R. Bechtold.)

O 'Rourke and considered that one-half her commun-

ity property."

The allocation of 20% representing personal serv-

ice was made under Section 31 of the Revenue Act

of 1928.

"Q. Mr. Bechtold, are you familiar with any

claim or claims for refund ever filed by Mr. or Mrs.

O 'Rourke, based upon the filing of separate returns

reporting community property, received by them or

either of them, [24] prior to the year involved here ?

A. Yes, sir, I was employed by Mr. O 'Rourke

in the year subsequent to this year and Mr.

O 'Rourke had filed—Mr. and Mrs. O 'Rourke had

filed the income tax returns on a connnunity

property basis and the Commissioner had

reassessed and collected the tax on the basis

of a separate return being filed. The amount of

money to be refunded to Mrs. O 'Rourke on the

amounts that had previously been paid by her had

in one instance been rejected on the ground that the

claim had not been filed within the statute of limi-

tations period, and I was employed by Mr. O 'Rourke

to attempt to get this money back."

Cross Examination

Mr. O 'Rourke has two or three businesses. He is

the pincipal stockholder and general manager of the

O 'Rourke Eubanks Hat Company of San Francisco.

His business in Colusa consists of general financing

of all the farming community around there, and

general merchandising, the financing of all of which

necessarily takes capital. The use of the percentage
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(Testimony of Arthur E. Bechtold.)

of 20 per cent was based solely on Section 31 of

the Revenue Act of 1928, and it is based on ^Yllat is

considered earned income, and I figured 20 per cent

was not in excess of a reasonable salary for a work-

ing man.

Attached hereto and made a part hereof are

certified copies of Petitioner's Exhibits 1, 3, and 4

herein mentioned.

It is stipulated that the foregoing is a true and

correct [25] statement of evidence.

HARRY CORVIN,
Attorney for Petitioner.

ROBERT H. JACKSON,
Attorney for Respondent.

Approved and ordered filed this 7th day of Nov.,

1934.

(Sgd) EUGENE BLACK,
Member.

[Endorsed] : United States Board of Tax Ajd-

peals. Filed Nov. 7, 1934. [26]

1
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TREASURY DEPARTMENT
INTERNAL REVENUE SERVICE

Office of Custom House,

The Collector San Francisco, Cal.

March 26, 1930.

In replying refer to AUDIT SECTION
1929 Tax, Acct. No. March 300002

Fiscal year ending Jan. 31, 1930.

J. J. O'Rourke,

854 Oak St.,

Colusa, Calif.

A recomputation of the figures on the face of the

income tax return filed by you for year 1929 dis-

closes errors which result in an increase in tax of

$27.24.

The errors are: In the computation of Normal

Tax, Lines 25, 44, 45 and 46 which should have

been figured at 1%%? ^% and 5% respectively.

Corrected computation follows:
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It will be appreciated if you will return this letter

with your remittance in the amount indicated here-

on. Otherwise, the amount of the additional tax will

be included in the formal notice and demand which

you will receive prior to June ]5th.

Respectfully,

JOHN P. Mclaughlin,
EC Collector of Internal Revenue. [29]

PETITIONER'S EXHIBIT NO. 3

Received Nov. 5, 1934. U. S. Board of Tax

Appeals.

NP-2-28

TREASURY DEPARTMENT
WASHINGTON

Office of

Commissioner of Internal Revenue

Jan 21 1932

Address Reply to

Commissioner of Internal Revenue

and Refer to

IT:AR:E:2-LI-60D

Mr. J. J. O'Rourke,

854 Oak Street,

Colusa, California.

Sir:

You are advised that the determination of your

tax liability for the fiscal year (s) ended January 31,

1930 discloses a deficiency of $791.40, as shown in

the statement attached.
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In accordance with section 272 of the Revenue Act

of 1928, notice is hereby given of the deficiency men-

tioned. AVithin sixty days (not counting Sunday as

the sixtieth day) from the date of the mailing of

this letter, you may petition the United States

Board of Tax Aj)peals for a redetermination of your

tax liability.

HOWEVER, IF YOU DO NOT DESIRE TO
PETITION, you are requested to execute the en-

closed agreement form and forward it to the Com-

missioner of Internal Revenue, Washington, D. C,

for the attention of IT:C:P-7. The signing of this

agTeement will expedite the closing of your re-

turn (s) by permitting an early assessment of any

deficiency and preventing the accumulation of in-

terest charges, since the interest period terminates

thirty days after filing the enclosed agreement, or

on the date assessment is made, whichever is earlier

;

WHEREAS IF NO AGREEMENT IS FILED,
interest will accumulate to the date of assessment of

the deficiency.

Respectfully,

DAVID BURNET,
Commissioner.

By J. C. WILMER,
Deputy Commissioner.

Enclosures

:

Statement

Form 882

Form 870. [30]
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STATEMENT
IT :AR :E-2

IJ-60D

In re: Mr. J. J. O'Rourke,

854 Oak Street,

Colusa, California.

TAX LIABILITY
Year—Fiscal, ended January 31, 1930

Tax Liability—$4,105.31

Tax Assessed—$3,313.91

Deficiency—$791.40

The report of the internal revenue ag*ent in charge

at San Francisco, California, a copy of which was

furnished you, is approved and is hereby made a

part of this letter.

Careful consideration has been accorded your pro-

test dated December 26, 1931, filed with the internal

revenue agent in your district and forwarded hy him

to this office January 12, 1932.

You are advised that since you elected to file a

joint return for the fiscal year ended January 31,

1930, in accordance with IT-2535 the period of elec-

tion is exhausted with the expiration of date for

filing returns. [31]
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PETITIONER'S EXHIBIT NO. 4

Received Nov. 5, 1934. U. S. Board of Tax Ap-

peals.

TREASURY DEPARTMENT
Internal Revenue Service

461 Market Street

San Francisco, California

Office of

Internal Revenue Agent

in Charge

Mr. J. J. O'Rourke,

Colusa, California.

In re : Income Tax

Date of Report : APR. 2 - 1931

Years Examined : 1930 F. Y.

Inclosed herewith you will find copy of report

covering examination recently made by a represen-

tative of this office, concerning your income tax lia-

bility, which is furnished you for your information

and files. The original of this report has been for-

warded for final action to the Commissioner of In-

ternal Revenue at Washington, D. C.

No remittance should be made until you receive

notice of assessment from the Collector of Internal

Revenue for your District. Interest is payable on

deficiencies found due as set forth on the inclosed

Form 882.
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Kindly acknowledge receipt of the inclosed re-

port to the undersigned by return mail.

Respectfully,

B. W. WILDE, Jr.

Internal Revenue Agent in Charge.

Inclosures

:

Form 892

Revised Oct., 1926

LB [32]

Form 886-T Aug-ust, 1928

TREASURY DEPARTMENT
Internal Revenue Service

Name J. J. O'Rourke

STATEMENT OF TOTAL TAX LIABILITY

Year—Fiscal year 1-31-30

Tax Previously Assessed—$3,313.91

Adjustments Proposed in Accompanying Report

Deficiency—$791.40

Overassessment—$

(^rrect Tax Liability—$4,105.31

Totals -

NOTE
The amount shown in the first column of the

above statement is the amount assessed on the origi-

nal return except as indicated in the following sum-

mary of adjustments previously made

:
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YEAR 19

Original tax

Deficiency assessed , 19

Overassessment scheduled..., 19

Net tax previously assessed

YEAR 19

[33]

In re: J. J. O'Rourke Examining Officer:

Colusa, California Charles E. Curtin

Table of Contents

Preliminary Statement.

,

Schedule 1. Block Adjustments, Fiscal Year

1/31/30.

Schedule 2. Computation of Tax, Fiscal Year

1/31/30.

Schedule 3. Computation of Earned Income

Credit.

Exhibit A. Depreciation schedule.

PRELIMINARY STATEMENT.
The additional tax found due in this report was

caused by several adjustments fully explained in the

mthin report.

Changes were discussed with taxpayer who has

agreed thereto and has signed form 870 attached.

Taxpayer was a married man, living with his wife

during the entire taxable year. A joint return was

filed for the year under review.
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SCHEDULE 1

Fiscal year ending Jan. 31, 1930

Block Adjustments
Eetum Additions Deductions Corrected

1. Salaries 12,000.00(a) 2,488. 14(b) 6,406.90 8,081.24

2. Business 2,100.22 (a) 19,552.51(d) 206.61 23,961.95

(b) 2,400.00(c) 91.51

(c) 207.34

3. Interest 27,834.51 (a) 246.58(b) 19,552.51 8,528.5S

7. Rents 1,292.50 1,292..50

9. Dividends 6,606.90 6,606.90

10. Liberty Bond
Int. 492.98 492.98

12. Total 49,834.13 25,387.55 26,257.53 48,964.15

14. Taxes 207.34 207.34

18. Other

Total

6,406.90 6,406.90

19. 6,406.90 31,794.45 26,464.87 207.34

Total Income 43,427.23 5,329.58 48,756.31

[:u]

]31ock

] (a)

SCHEDULE la
Explanation of Changes

Salaries, increased

Expense claimed re salaries

Less 1/2 Orient travel expense

applicable to taxpayer's wife,

therefore a personal expense

1 (b) Salaries, decreased

Being the amount claimed as ex-

pense of salaries included in

Block 18. Herewith transferred to

correct block.

2 (a) Income from business, increased

Being the amount of interest on

accounts receivable and bills re-

ceivable, reported under Block 3.

Total interest

reported $27,834.51

Applicable to savings

bank int. 8,282.00

6,406.90

2,488.14

2,488.14

6,406.90

19,552'.51
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2 (b)

2 (c)

2 (d;

2 (e;

Schedule 1-a Continued

Income from business, increased

Being amount of personal salary

from business.

Income from business increased

Being amount of taxes on personal

residence charged to "Business".

(See item 14 contra)

Income from business, decreased

Additional depreciation allowed Ex. A.

Income from business, decreased

Being loss on sale of Ford auto

used in business

:

Cost 499.65

Depreciation allowable 283.14

(a)

10

14

18

2,400.00

207.34

206.61

91.51

Net cost

Sale price

216.51

125.00

[35]
Interest received, increased

Being interest on overassessment of wife's

personal income tax return for 1928.

(b) Interest received, decreased

See item Block 2 (a) above.

Income from rents verified and found to be

properly reported. These rents are from

offices, in store building and should be

added to income from business to determine

earned income credit. Taxes thereon are

included in "business deductions".

Dividends received were veriiied and found

to be correct.

Liberty Bond interest, increased

Interest received on 4^
Liberty Bonds

Exempt ($5,000.00 principal)

246.58

19,552.51

492.98

705.48

212.50

Taxes paid, increased

Being taxes on personal residence.

See item Block 2 (c) contra.

Other expenses, eliminated

Being expenses applicable to salary earned.

See item Block 1 (b) contra.

207.34

6,406.90

[36]
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SCHEDULE 2

Computation of Tax
Fiscal Year ending Jan. 31, 1930

Net income as correeteid (Sch. 1) 48,756.81

1930 Hates 1929 Bates
Net income 48,756.81 48,756.81

Less: Dividends 6,606.90 6,606.90

Personal ex. 3,500.00 3,500.00

Lib. Bond Int. 492.98 10,599.88

-

492.98 10,599.88

38,156.93 38,156.9:5

Normal tax

1^% on $4,000.00 60.00 at V2 7r 20.00

3 7r on 4,000.00 120.00 at 2% 80.00

5 9^ on 30,156.93 1,507.85 at 4% 1,206.28

1,687.85 1.306.28

Surtax on 48,756.81 2,818.30 2 818.39

Total tax 4.506.24 4,124.67

l/12th equals 375.52 ll/12ths— 3,780.95

1/12 (1930 rate) 375.52

Total tax 4,156.47

Less earned income

eredit 51.16

Total tax assessable 4,105.31

Total tax assessed 3,313.91

Additional tax due 791,40

[37]
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5,050.89

8,081.24

SCHEDULE 3

Computation of Earned Income Credit

Income from business (corrected 23,961.95

Plus—Rents received 1,292.50

Total income from business

20% thereof allowable as earned

income (See 31 Art. 312)

Plus net salaries received

Net earned income

Earned income (above)

Less : Personal exemption

Balance

Normal tax on 4,000.00 @ 11/2%

4,000.00 (g 3%
1,632.13(^5%

Surtax on $13,132.13

For one month at 1930 rates (1/12)

25,254.45

13,132.13

At 1930 rates At 1929 rates

13,132.13 13,132.13

3,500.00 3,500.00

For 1 month at 1930 rates

Total tax

25% credit allowable (to Sch. 2)

9,632.13 9,632.13

60.00 @ V2% 20.00

120.00 @2% 80.00

81.61 (S4% 65.29

31.32 31.32

292.93 196.61

24.41 for 11 mos.

at 1929 rates

(11/12) 180.23

24.41

204.64

51.16

[38]
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[Title of Court and Cause.]

PRAECIPE FOR RECORD.

To the Clerk of the United States Board of Tax

Appeals

:

You are hereby requested to prepare and certify

and transmit to the Clerk of the United States Cir-

cuit Court of Appeals for the Ninth Circuit, in the

City and County of San Francisco, State of Cali-

fornia, with reference to petition for review here-

tofore filed by the petitioner in the above entitled

cause, a transcript of the record in the above cause

prepared and transcribed as required by law and

by the rules of said court, and to include in said

transcript of record the following documents or cer-

tified copies thereof, to-wit

:

(1) The docket entries of all proceedings before

the Board of Tax Appeals.

(2) Pleadings before the Board of Tax Appeals

as follows

:

(a) Petition foi' redetermination filed March 13,

1932.

(b) Amended answer of respondent to petition.

(3) Memorandum opinion of the Board of Tax

Appeals.

(4) The decision of the Board of Tax Appeals.

(5) The petition for review filed by the petitioner

in the above cause.

(6) The Statement of Evidence. [40]

(7) This praecipe.

You are also requested to transmit to the Clerk

of the United States Circuit Court of Appeals for



44 J. J. O'Rourke vs.

the Ninth Circuit, in the City and County of San

Francisco, State of California, certified copies of

exhibits of petitioner numbers 1, 3, and 4, so that

same may be available for the inspection of the Cir-

cuit Court of Appeals if desired.

Dated : October 16, 1934.

HARRY CORVIN,
Attorney for Petitioner.

[Endorsed] : United States Board of Tax Ap-

peals. Filed Oct. 22, 1934. [41]

[Title of Court and Cause.]

CERTIFICATE.

I, B. D. Gamble, clerk of the U. S. Board of Tax

Appeals, do hereby certify that the foregoing pages,

1 to 41, inclusive, contain and are a true copy of the

transcript of record, papers, and proceedings on file

and of record in my office as called for by the

Praecipe in the appeal as above numbered and en-

titled.

In testimony whereof, I hereunto set my hand and

affix the seal of the United States Board of Tax

Appeals, at Washington, in the District of Colum-

bia, this 16th day of November, 1934.

[Seal] B. D. GAMBLE,
Clerk, United States Board of Tax Appeals.
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[Endorsed]: No. 7690. United States Circuit

Court of Appeals for the Ninth Circuit. J. J.

O'Rourke, Petitioner, vs. Commissioner of Internal

Revenue, Respondent. Transcript of the Record.

Upon Petition to Review an Order of the United

States Board of Tax Appeals.

Piled December 3, 1934.

PAUL P. O'BRIEN,

Clerk of the United States Circuit Court of Ap-

peals for the Ninth Circuit.
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No. 7690

IN THE

United States Circuit Court of Appeals

For tke Ninth Ciroiit

J. J. O 'ROURKE,

Petitioner,

vs.

Commission:er of Internal Remenue,

Respondent,

BRIEF FOR PETITIONER.

The petitioner was at all the times involved here,

and now is, a citizen of the United States, a married

man, residing with his wife at the City of Colusa,

State of California.

An appeal was taken by petitioner to the United

States Board of Tax Appeals from the determination

of the Commissioner of Internal Revenue set forth in

his deficiency letter IT:AR:E-2, LI—60D, dated Janu-

ary 21, 1932, stating a deficiency of $791.40 in his

federal income tax for the fiscal year ended January

31, 1930. The opinion of the Board of Tax Appeals

was promulgated on May 17, 1934, holding that peti-

tioner had finally elected to file a joint return and its

decision and final determination entered May 18, 1934,

in favor of respondent and against petitioner. The

petitioner is dissatisfied with the findings and decision



of the Board of Tax Appeals and has applied for a

review by the United States Circuit Court of Appeals

for the Ninth Circuit.

The controversy involves the following single dis-

tinct issue

:

In his said income tax, return, filed at San Francisco,

petitioner reported all of his separate income and all

of the community income of himself and his wife, the

latter having no income of her own aside from the

statutory interest in the community income. The total

tax liability determined by the Conmiissioner for said

fiscal year was $4105.31, and vras computed on a jomt

basis. Petitioner originally returned and paid a tax

of $3313.91. The difference between the amomit deter-

mined by the Commissioner and the amount returned

and paid was the result of certain adjustments to in-

come made by the internal revenue agent in charge,

which adjustments to income were accepted by

taxpayer as correct. Petitioner contends that he

is entitled to have his tax recomputed upon a

separate or coimnunity basis; that the correct amount

of his own tax is $2914.12, and that his

wife, Luella Marie O'Rourke, is $70.10, or a total

of $2984.22, and that he is entitled to a refund

of $329.64, and that the determination of the Conmiis-

sioner is, therefore, $1121.09 in excess of the correct

amount. The Conmiissioner included in petitioner's

taxable income his wife's net proportion of community

income earned during the said fiscal year from com-

munity property acquired after July 29, 1927, amount-

ing to $7669.31, representing the amount received from

services rendered or earned income. Through igno-



ranee of the meaning of the term "joint return of

husband and wife", petitioner answered in the affirma-

tive the question in said return, ''Is this a joint return

of husband and wife?"

ASSIGNMENTS OF ERROR.

Petitioner assigns as error the following acts and

findings of the Board of Tax Appeals

:

(1) The finding that the return filed by peti-

tioner constituted a joint return of petitioner and

his wife.

(2) The finding that the return filed by peti-

tioner constituted an election to file a return on a

joint basis.

(3) The finding that it was encumbent upon

petitioner to show that petitioner and his wife had

been prevented or deterred by the respondent

from filing separate returns.

(4) The finding that petitioner was barred

from having his tax recomputed on a community

basis.

(5) The order and decision that there is a

deficiency of $791.40 in the amount of income tax

reported and paid by petitioner for the fiscal year

ended January 31, 1930, and the failure to find

that petitioner is entitled to a refund of $329.64

of the tax returned and paid.

(6) That the finding of the Board that peti-

tioner elected to file a joint return is unsupported

by any evidence and is contrary to the evidence.



ARGUMENT.

There is but one simple issue here, and that con-

cerns the matter of '* election". Did petitioner's filing

constitute an '^election'' to file a '* joint return", pre-

cluding the right to have the tax recomputed on the

separate or community basis? If it did, under the

facts and authorities, then petitioner has no standing

here; if it did not, then his tax must be recomputed

according to his contention.

Petitioner contends that such filing did not consti-

tute election, first, because such a return is not a "joint

return" under the circumstances here (the wife having

no separate income of her own), and second, because

he made no "election" in any proper or legal sense

of that term. It is true that taxpayer answered in the

affirmative the preliminary question in the return "Is

this a joint return of husband and wife?" But the

reason therefor is explained in the e\"Ldence, petitioner

sajring he knew nothing about such matters and left it

to his bookkeeper, and the bookkeeper saying that he

was not expert on income tax matters, and made no

technical discrimination in regard to the term "joint

return". He said: "The only thing it meant to me was

that that was the entire family income." In any

event, however, "the questions and answers could not

control the character of the return". See Ander&on v.

U. S., 48 Fed. (2d ed.) 201.

To begin with, the deficiency letter is predicated

upon an "election" by petitioner. We quote:

"You are advised that since you elected to file

a joint return for the fiscal year ended January

31, 1930, in accordance with IT-2535 the period



of election is exhausted with the expiration of

date for filing returns." (I. T. 2535 seems to have

no application.)"

In the next place, income tax ruling No. 1372, appli-

cable here, is predicated upon election by petitioner

:

''Where husband and wife for 1921, or a subse-

quent year, have elected to file a joint return or

separate returns, they may not, after the filing of

such return, file amended returns on the other

basis."

Therefore, it is necessary, before proceeding fur-

ther, to determine the precise nature and attributes

of "election".

To constitute an election,

(1) There must be the right to choose between

inconsistent alternatives

;

(2) (xiven the right to elect, there can be no

election without knowledge on the part of the

person electing of the facts and his rights;

(3) There must be the conscious intent to elect

or choose.

In Rohh V. Vos, 155 U. S. 13, a leading case it is said

that

:

"Any decisive act of a party with knowledge of

his rights and of the facts, determines his election

in the case of inconsistent remedies."

The Court quotes with approval from Thompson v.

Hoivard, 31 Mich. 309:

"A party may not take contradictory positions;

and where the two are so inconsistent that the

assertion of one involves negation of the other.



his deliberate and settled cJioice of the one, with

knowledge, or the means of knowledge of such

facts as would authorize a resort to each, will pre-

clude him from going back and electing again.
'

'

In Fitzhugh Hall Amusement Co. (In re), 128 Fed.

169, it was said that:

''The test of what constitutes an election in such

case is, in general, that any decisive act done by a

person ivith knowledge of his rights and all other

facts material to him, is binding/' (Citing Robb
V. Vos, supra, Connihan v. Thompson, 111 Mass.

270, and Rodermund v. Clark, 46 N. Y. 354.)

In Klipstein v. Grant, 141 Fed. 72 (certiorari denied

201 U. S. 647), it is said:

''Where a party has two remedies inconsistent

w^ith each other, bringing suit based on one theory

with knoivledge of the facts and his rights, is

election of such remedy." (Citing Bobb v. Vos,

supra.)

In Standard Oil Co. v. Hawkins, 74 Fed. 395, a lead-

ing and very well considered case, the Court goes quite

at length into the question of election. We quote from

pages 398-9

:

"It is one thing whether a contract will be re-

formed because entered into through ignorance

and mistake of law by one party, and quite an-

other and different thing whether one may be

relieved from an impro^ddent election of a remedy
occurring through ignorance of possession of a

better remedy. 'Election', says Dyer, 'is the in-

ternal, free, and spontaneous separation of one

thing from another, existing in the mind and will'.



(3 Dyer 281.) That designed selection cannot oc-

cur if the party he ignorant of his rights. He
cannot deliberately select one of two or more
remedies if he knotv of hut one to which he is

entitled. Therefore it is, as stated by Kerr (Kerr,

Fraud and M., Ann. Ed. Notes by Bump, 453),

that 'an election made by a party under a mistake

of facts OR a misconception of his rights, is not

binding in equity. In order to constitute a valid

election, the act must be done ivith a full knoivl-

edge of the circumstances of the case, and the

right to which the person put to his election was
entitled. * * * if the appellant, in ignorance of

its legal rights, believed that no other course was
available * * * and in such belief proved its

claim as a general creditor, equity ought to permit

the withdrawal of such claim, and the pursuit of

an appropriate remedy. * * * We understand

this to be the rule established, whether the mis-

take may he deemed a mistake of lata or fact.**

And from page 400

:

"This is certainly true with respect to trustees

and officers of the law, toho are not permitted to

assert a mere mistake of law as an excuse for the

denial of justice, and who are required to act as

any high-minded man would act under like cir-

cumstances'', and quotes with approval from Ex
Parte James, 9 Ch. App. 609, under somewhat
similar facts, ''The Court, then finding that he
has money in his hands which in equity belongs to

someone else, ought to set an example to the world,

by paying it to the person entitled to it. In my
opinion a court of bankruptcy ought to be as

honest as other people."
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In Dixon v. Dixon, 32 Ch. Div. 597, funds paid out

erroneously under mistake of law were required to be

restored by the trustee out of other assets of bank-

rupt's estate. The Court referred to Ex Parte James,

supra, In re Condon, 9 Ch. App. 609, and Ex Parte

Simmonds, and says:

"I am not exercising the jurisdiction of the

court of bankruptcy, but the question is submitted

to this Court, and I have no doubt or hesitation

in saying that a court of chancery does not con-

sider itself bound to act upon principles less

honest than the court of bankruptcy. '

'

We quote from Pomeroy's Equity Jurisprudence

(4th Ed.), Vol. 1, page 969, as follows:

"Subject to the above-stated limitations, it is

a well-settled rule of equity that a person hound
to elect has a right to become fully informed of

and to knoiv all the facts affecting his choice, and
upon tvhich a fair and proper exercise of the

power of election can depend * * * and he will not

be compelled to elect until he has made, or at least

has had an opportunity to make, such an ex-

amination as enables him to learn the truth. It

follows that where an election has been made in

ignorance or under mistake as to the real con-

dition and value of properties, or under a mistake

as to the real nature or extent of the party's

rights, such a mistake is regarded as one of fact,

rather than of law ; the election itself is not bind-

ing, and a court of equitable powers will permit

it to be revoked, unless the rights of third per-

sons, have intervened which would be interfered

with by revocation."

I



Wells Fargo <& Co. v. Robinson, 13 Cal. 143

:

"Before any presumption of an election can

arise, it is necessary to show that the party elect-

ing, or acquiescing, was cognizant of his rights/'

(Rehearing denied.)

20 Corpus Juris 35, Sec. 28:

"In order to constitute a binding election the

party must, at the time the election is alleged to

have been made, have had knotvledge of the facts

from which the coexisting remedial rights arose,

since any position taken before knowing all the

facts should be classed as a mistake and not an
election.'

'

See, also:

Dickson v. Patterson, 160 U. S. 584;

Frederick v. Amerman, 241 Fed. 459

;

Thomas v. Taggart, 209 U. S. 391

;

Bistline v. U. S. 229, Fed. 546;

U. S. V. Yuen Pak Sune, 183 Fed. 260 (aff. 191

Fed. 825).

"It is true that when a person has two incon-

sistent remedies he may elect which he will pur-
sue, and the election, once fully made, cannot be
retracted. But an election of remedies presup-

poses knotvledge of the tivo remedies."

In re Stewart, 178 Fed. 463, 467 (citing Robb
V. Fos, 155U. S. 13).

"The binding force of an election cannot be
PREDICATED UPON MERE IMPUTED KNOWLEDGE; for
the doctrine is based entirely upon the idea of a
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conscious exercise of choice betAveen two remedies

which are inconsistent with each other. Lord
Chehiisford, speaking for the House of Lords in

Spread v. Morgan, 11 H. L. Cas. 588, said: *In

order that a person who is put to his election

should be concluded by it, two things are neces-

sary: First, a full Jxnowledge of the nature of

the inconsistent rights, and of the necessity of

electing hetiveen them; Second, an intention to

elect \ * * * We think there is nothing in Baker
V. Brown Shoe Co., 78 Ark. 501, 95 S. W. 808

(relied on by counsel) which hears out the con-

tention that an election of remedies can he based

on implied or imputed knowledge of material

facts."

Craig v. Meriwether (Ark.), 105 S. W. 585, 587.

Becker v. Walworth, 45 Oh. St. 173 (12 N. E.

1):

''The party having a right to elect must have

proceeded upon the idea that he was bound to

elect. He must have had knowledge of his ob-

ligation to elect as matter of law. There must
have been a purpose to elect, and an actual elec-

tion." (Italics occur in opinion.)

In re Woodhurn's Est. (Pa.), 21 Atl. 17:

''The authorities are clear that nothing less

than unequivocal acts will prove an election, and
they must he done ivith a knoivledge of the party's

rights, as ivell as the circumstances of the case.

Nothing less than an act intelligently done will he

sufficient.''

We wish to refer, as briefly as circumstances mil
permit, to the case of Mcintosh v. Wilkinson (Wis-
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consin, June 28, 1929), 36 Fed. (2d Series) 807, a case

involving '

' election
'

'

:

Husband and wife had filed separate returns, and

thereafter sought to substitute a joint return. The

case came before the Federal Court on a demurrer

to the complaint. The Court quotes I. T. 1367

:

''Where husband and wife for a subsequent

year, have elected to file a joint or separate re-

turns, they may not, after the filing of such re-

turn, file amended returns on the other basis",

and remarks (page 812, left-hand column) :

"When, therefore, tax decisions or even a

'regulation' of the treasury, which assert that,

once a joint return or separate returns are filed,

the filing itself and alone, is the sole and conclu-

sive evidence of 'election', neither can be said to

accord with an intention plainly apparent, either

on the face of the statute or in the trend of legis-

lation dealing with the broad subject of correction

or revision, in the interest of either taxpayer or

government; and both, so it seems to me, are in

defiance of principles well recognized in other

situations calling for determination of finality or

revocability of 'elections' statutory or non-

statutory." (The italics occur in the opinion.)

Referring to the cases of Buttolph v. Commissioner

and Grant v. Rose, the Court casts strong doubt upon

these cases, sajdng:

"Upon their facts and judicial utterances

(these cases) respectively, go no further than to

declare the period of the statute for making re-

turns to be a limitation of the period of election,

beyond which the latter right ceases to exist. * * *
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But with great respect it is suggested that upon

entirely probable, though different hypotheses of

fact, this may not be so clear, nor in any event not

just. Suppose husband and wife both neglected

to make any return within the period, and under

the compulsion and the penalties of the law make

belated returns. Can they still elect to make a

joint return? Has the Commissioner the power

to compel either a joint or separate return, de-

pendent upon which will produce the larger

revenue? The queries thus arising are deemed

pertinent because, as has been intimated, upon

the face of the statute the right to file separate

returns, and the right to file joint, returns, are of

equal dignity. Especially is this so in the four

possible situations supra, where agreement be-

tween husband and wife is essential. And it is hard

to conceive that out of total default there should

arise obligation to make separate returns only, or

separate or joint, as the government may elect.

* * * Fundamentally, after the development of the

'system' for correcting error, it is scarcely prob-

able that in a case like the one before us, the

right of correction was intended to be left to

administrative discretion; that because the stat-

ute, if silent, does not award procedural steps to

be taken for receding from a misadvised course,

we should ascribe to the legislature the intent to

have the government profit by error of the tax-

payer. Obviously if the right of correction is

cognizable under the statute or statutes, there is

no discretion to deny it, either by administrative

rule applicable to all, nor by discretionary action

in particular cases." (Italics occur in opinion.)

''Apparently it is not denied on behalf of the

defense that this right (of election) is not to be
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differentiated from other rights of 'election' or

of 'choice', as they may arise under instruments

like wills, contracts, or statutes. * * * j agree

with the suggestion of the defense that under the

statutes, as in all situations, the right of election,

in a legal sense, is not a right of re-election as the

whim, caprice, or indeed the interests of the

parties, upon further reflection or calculation

merely, may dictate. The question in the case,

however, is not answered by these concessions, be-

cause, so it is believed, it goes further and com-

pels consideration, upon principles of equity, to

well-recognized incidents or qualifications of the

doctrine of election. On the matter in hand, we
are concerned in particular with those which
furnish tests of the finality or the irrevocability

or acts, which, when done, indicate—as the act of

the plaintiff and her husband in filing returns in-

dicated—the election to pursue that course rather

than another. I think it may be assumed, if a

tax statute discloses a purpose to leave an option

to taxpayers which will be more favorable either

to a single or associated taxpayers (husband and
wife, e. g.), if exercised one way rather than

another, the statute so favoring them should not

be whittled or more rigidly interpreted merely
because the exercise of the option one way may
cut down the revenue receivable. In other words,

if the right be granted, opportunity for fairly

exercising it should not be cut off or disparaged,

especially when ignorance, misadvice, or what
would ordinarly be recognized as excusable error,

have entered into its exercise."

In fairness, it must be said that in the foregoing

case the amended return on the joint basis was filed
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before the expiration of the date for filing returns

(March 15th), but the Court strongly intimates that

equitable considerations make it questionable whether

the right of election would be lost by failure to exer-

cise it before the expiration date. And we think that,

looking at this case by the four corners, and particu-

larly the Court's criticism of the cases of Buttolph v.

Corner and Grant v. Rose, it must be taken as at the

very least casting strong doubt upon the equity of

limiting taxpayer's right of election to the period of

filing returns; because, the Court goes on to say:

''If no injury has resulted from the remedy

pursued, to deny one the right to change position

would be to say that a litigant must in the first

instance, and at his peril, elect his remedy, and
that he may thereafter pursue no other, although

the law affords him a better one, which, through

ignorance or misconception he had failed to

adopt, notwithstanding his opponent has suffered

no detriment from the mistaken course pursued.

We do not understand the law to justify so harsh

a rule."

Indeed, the case at bar is even stronger than the

case of Mcintosh v. Wilkinson; because in that case

there was no contention that the taxpayers were un-

aware of the right to pursue one of several courses,

whereas in the case at bar the taxpayer was neither

informed nor could from the nature of things inform

himself, that a right of election existed.

At any rate, we very earnestly urge that if any law

or regulation to be construed as limiting the period

of election to the time for filing returns, its application
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must in all equity and good conscience, be at least re-

stricted to persons who were, during- the period for

filing returns, in position to elect. Because,

"It is a well settled rule of equity that a person

bound to elect has a right to become fully in-

formed of and to know all the facts affecting his

choice, and upon which a fair and proper exercise

of the power of election can depend * * * and

he will not be compelled to elect until he has made,

or at least had an opportunity to make, such an

examination as enables him to learn the truth."

(Pomeroy, Eq. Juris., 3d ed. 512.)

In this connection it must be remembered, that the

Supreme Court of the United States did not decide

until 1931 that California husbands and wives had the

right to file sejjarate returns (in the case of Malcolm

V. Commissioner), and that even IT2457, giving the

tentative right to file separate returns was not promul-

gated until March 4, 1929, a very few days before the

time for filing returns for 1929 expired.

The return in question, according to the testimony

of both O'Rourke and his bookkeeper, Armstrong,

was wholly made out by Armstrong, and all that

O 'Rourke did was to sign it. And both witnesses testi-

fied very clearly that they were not expert in income

tax matters (admittedly a most abstruse and difficult

field, even for experts) ; that they did not know of the

existence or promulgation of any bulletin or ruling of

the Commissioner instructing internal revenue col-

lectors to accept from husbands and wives domiciled

in California income tax returns reporting community
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income separately, and did not know such returns

would be accepted ; that in ceitain past years they had

been refused and they knew of no change in that re-

spect, and believed the return filed was the only one

that could be filed. They both clearly testified that

they did not have in mind any conscious intent to

choose between that return and a return com^juted on

any other basis.

We do not contend that a man could deliberately

shut his eyes and ears to available means of knowl-

edge, and then say he did not know; but surely this

was a case where no man in the world could possibly

know. The status of taxpayers in California under

the California community property law of 1927 w^as in

process of determination by the Supreme Court of the

United States, and until that Court passed on the

matter no man on earth could give the taxpayer any

information whatever as to what that determination

would be. There was no place where taxpayer could

make inquiry and ascertain whether husbands and

wives had the inherent right to report separately their

community property income in California; because

the precise and only question to be determined there

was whether any part of the community income be-

longed to the wife and was returnable by her sepa-

rately as her own income.

The Honorable Member of the Board of Tax Ap-

peals remarks in the opinion ''We have nothing in

the record to indicate that petitioner or his book-

keeper who prepared the return made any effort to

ascertain what his lights tvere in respect to filing sepa-



17

rate returns '

'
; and continues : "In the absence of evi-

dence that the respondent has prevented or deterred

the petitioner and his wife from tiling separate re-

turns, we must hold that the filing of the joint return

constituted an election.
'

'

If there is any one thing better settled than another

it is that where from the nature of the case no infor-

mation could be available, and nobody on earth could

possibly be in position to enlighten an inquirer, one

is not held to make an inquiry which admittedly could

produce no information. With all respect to the Hon-

orable Member, we should like to ask just where this

taxpayer could have gone to find out what the Su-

preme Court's decision would be. Manifestly, it was

because no lower tribunal or agency knew, that the

Supreme Court was asked to decide the question. If

taxpayer was not "prevented or deterred" by re-

spondent from learning what his rights were by the

ignorance of the government itself and all its agencies

as to what such rights were, we confess ourselves

puzzled as to what would constitute prevention or

determent. So w^e arrive quite logically and inevitably

at the fact that it was completely impossible for either

the taxpayer or the government to know what the

rights were, and we feel this nuist of itself show that

the conclusion of the Board was based on a very un-

stable and precarious foundation.

It is true that there was in effect a ruling that in-

ternal revenue collectors in California would accept

returns on a community basis, but in the nature of the
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thing such returns could have been accepted only

tentatively. We will revert to this later.

Surely, to say that a taxpayer must act at his own

peril under the conditions here, and be bound by such

act, when he did not know, and could not know, his

rights, and the government itself did not know and

could not know, would be to establish a rule not only

unprecedentedly harsh and unreasonable, but directly

contrary to the decisions above quoted.

The Commissioner's denial of petitioner's contention

is based upon the cases of Doivnes v. Commissioner,

5 B. T. A. 1029 (decided January 10, 1927) ; Buttolph

V. Commissioner, 7 B. T. A. 210 (decided June 14,

1927) ; 29 Fed. Rep. (2d ed.) 695; Grant v. Rose, 24

Fed. Rep. (2d ed.) 115; and B. T. A. decisions cited

in those cases, all of which cases rely entirely on I. T.

1372 ; also upon the assmiiption that under I. T. 2457,

published under date of March 4, 1929, only a few

days prior to the date of the filing of petitioner's re-

turn, petitioner and his wife had the inherent right to

file separate returns upon the commmiity property

basis.

Coimsel who appeared for the Coimnissioner before

the Board of Tax Appeals cited the same cases.

As to Bownes v. Commissioxer, this case is not ap-

plicable to the facts established by the witnesses in

this case. The opinion states, right at the outset, that

in that case taxj^ayer had not only filed what consti-

tuted a joint return, but had elected to file a joint re-

turn, saying, ^'The only issue involved in this appeal
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is whether petitioner had the right to report his in-

come under the community property laws of Louisiana

after he had once elected to file a joint return with

his wife.
'

' Certainly we can only suppose that the Board

had fomid an "election'' in the legal sense of the term,

which we expect to show very clearly was not the fact

in this case; and that that return was technically a

joint return.

Furthermore, the Dowries case particularly stresses

subdivision 2 of (b) of the Act of 1921, and we find

this is predicated on the fact of the husband and wife

each having separate income, whereas in this case the

wife had none. "If husband and wife living together

have an aggregate net income * * * (presupposing

separate income by each) the income of each shall be

included," etc.

For the foregoing reasons, it is apparent at a glance

that the Downes case is not applicable to the facts of

the present one.

As to Buttolph V. Commissioner, there was admit-

tedly the right to file a joint return and a joint return

filed, involving, we would assume, separate income on

the part of each. Furthermore, the case is decided

entirely on the strength of the Downes case, which we

have seen is not an authority here ; and, still further,

the case is so discredited by the very powerful dis-

senting opinion of Judge Trussell, that we think it

should be regarded as of doubtful force, even if it

were applicable to the facts here. It is obvious to any

person skilled in interpreting laws that the prevailing
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opinion applies to the words ''in which case the tax

shall be computed on the aggregate income" a pain-

fully strained and distorted interpretation. The rea-

soning is contradictory, in that it first quotes I. T.

1372, "When husband and wife have elected to file a

joint return", etc., and then goes on to say that ig-

norance of the right to elect does not bring taxpayer

within Section 1315 of the 1921 act—as if there could

be an election without the knowledge or the means of

obtaining knowledge that the right to elect existed.

Grant v. Rose is quite similar to the Buttloph and

Downes cases, and as to the Einstein case (10 B. T. A.

240) , it not only appeared that the wife had income of

her own, but the case was decided without opinion on

the Downes case. There would, therefore, seem to be

no enlightenment in further comment on these cases,

except by way of resmne to say that the case here in-

volved is distinguished from them at three vital

points

:

(1) Taxpayer here did not in fact file a

"joint" return;

(2) Taxpayer had no "election" or inherent

right to file any return except the one he did file;

(3) If it be held that he had an election, he

made none, in any proper sense.

Petitioner contends that he did not elect in the mat-

ter of joint or separate returns, for the reason that

that would inescapably presuppose (1) the absolute

and unqualified right to choose between filing joint

or separate returns; (2) a knowledge of his right to

I
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make such choice, and (3) his conscious intent to

make an election between joint and separate returns,

every one of which presuppositions is clearly nega-

tived here. He earnestly urges on the Court that any

decisions such as Buttolph v. Commissioner, Grant

V. Rose, Downes v. Commissioner, and Einstein v.

Commissioner, must be limited to cases where tax-

payer has elected; otherwise these cases would be

found flying directly in the face of the great current

of authority, consisting of multitudes of cases on the

subject of election decided by the Supreme Court of

the United States, the Circuit Court of Appeals of the

United States, the English House of Lords, and state

decisions in many of our states approved by the Su-

preme Court and the Circuit Courts of Appeals of the

United States.

There is a very powerful overlying reason why the

above line of cases does not apply here at all, and we

very earnestly urge the Court's attention to that rea-

son. In the states from which those cases emanate

there was the admitted right to file joint or separate

returns. But in California, prior to the adoption of

Section 161a of our Civil Code, which became effective

July 29, 1927, taxpayers domiciled in California had

been flatly denied the right to report the community

income separately. When this Section 161a was

passed by the California legislature, something had to

be done about it. Nobody knew", of course, until the

United States Supreme Court should decide the mat-

ter, whether or not it would be held that the legisla-

ture had now given the wife such a vested present

interest in the community property as would enable
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her to report her share of the community income sejD-

arately. The new section did, indeed, say "the respec-

tive interests of the husband and wife in community

property during the continuance of the marriage rela-

tion are present, existing and equal interests"; but

doubt was cast upon the effect of this because it went

on to say that the interests should be "under the man-

agement and control of the husband as is provided in

Sections 172 and 172a of the Civil Code".

Now Section 172 says, and always has said since

1917, that ''the husband has the management and con-

trol of the community personal property, with like]

absolute power of disposition other than testa-

mentary, as he has of his separate estate"—with cer-

tain restrictions stated. And Section 172a provided]

that the wife must join in certain instrmnents affect-

ing the real property.

While it was supposed that the legislature intended I

by Section 161a to give the wife a vested interest in

the community property, or at least the community

property thereafter acquired, a great many w^ell in-j

foimed lawyers and judges thought it was doubtful

if that had been accomplished; because they thought

the powers given to the husband as to the community

property were entirely incompatible with a present

vested ownership in the wife, particularly in the case]

of personal property.

And for these reasons the California law was inj

such a state of confusion and uncertainty that neither]

the government nor the people felt like taking anj

chances as to what it might really mean, imtil the]

found out what it really did mean.
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But since the Commissioner must do something

when returns are offered, the government, always

meaning to be fair, on March 4, 1929, only a few days

before returns for that year were due, promulgated

I. T. 2457, which reads as follows:

''In view of section 161 (a) of the California

Civil Code, and pendiny final adjudication in the

court of the question as to whether the Govern-

ment may tax to the husband the entire com-

munity income which under the State law is un-

der his management and control, husband and

wife domiciled in California may each hereafter

in rendering original separate returns report one-

half of the income from community property ac-

quired on and after July 29, 1927. Where com-

munity property was acquired prior to that date

the income thereafter may not be divided for in-

come tax purposes but is taxable to the husband

in its entirety, regardless of when such income is

received. Husband and wife may hereafter re-

port in original separate returns one-half of

salaries, wages, and fees earned by either spouse

on and after July 29, 1927, which are community

property.
'

'

This was in effect at the time of the filing of the

return involved here.

This, on its face and by its own language was not a

thing in the world but a momentary, or temporary, or

transient modus operandi, until the correct mode

should be known. Beyond all question any returns

filed under it would have been subject to being cor-

rected to conform with the rights eventually estab-

lished by the Supreme Court. Beyond all question, if
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a husband and wife in California had reported com-

munity income separately, and the Supreme Court had

held it unproper, amended returns would have had

to be filed, or at least taxes recomputed, conformably.

Beyond any peradventure of a doubt, if a taxpayer

had filed on a community basis, and the case of

Malcolm v. Coimnissioner had been decided in favor

of the Commissioner, he would have insisted on as-

sessing a deficiency tax against this taxpayer, carry-

ing interest, and in a proper similar case the Com-

missioner might have levied a jeopardy assessment.

If that be true, and it certaiiily is true, in all

candor would there be any equity in saying, when!

neither the government nor the taxpayer knew what:

to do, that the Commissioner might proceed against

the taxpayer in any way the Court permitted, but that]

the taxpayer would have no redress if he had chancec

to guess wrong?

If the Dotvnes case and that line of cases are to be

held ai^plicable in California under circumstances en-

tirely different from those obtaining in the states I

where they were rendered, then there will arise this

rather amazing situation, that there would have been)

absolutely no possible way for a California taxpayer,

married and living with his wife, to avoid paying]

more tax than he was justly liable for. If he filed on I

the joint basis, he would have had to pay more tax

than he was liable for, and would have been told (as|

petitioner has been) that having once filed a joint re-

turn he might not thereafter file on the community

basis, and that would be the end of it. If he had file(
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on the coimnunity basis, and that afterward turned

out to be wrong", he would have had no possible way

to avoid a deficiency assessment, with attendant

penalty. Although neither the s^overnment nor any-

body else knew the right pathway to the point sought,

yet if taxpayer took the wrong fork of the road he

might not turn back and take the right one. The

government might, but not the citizen.

When the government asks a citizen for a tax, it

is the duty of the govermnent to instruct him clearly

as to what tax he is to pay; and when the govern-

ment itself does not know upon what basis to compute

the tax, and makes the citizen guess at it, an en-

lightened equity would surely dictate that when the

right basis is ascertained the citizen should be given

every facility for adjusting himself to it.

Income Tax Ruling No. 2457 constituted nothing

more than permission to make a tentative return on

community basis ])ending the decision of the Supreme

Court; because the Commissioner did not know what

taxpayer's rights were, and the taxpayer did not

know, and in fact nobody else knew or could more

than guess. And is it going to be said, then, that this

taxpayer must Inioiv at his peril, by imputed knowl-

edge—w^hen nobody else in the world knew ? And this

notwithstanding the fact that full and complete knowl-

edge on the part of the taxpayer not only of the facts

hut of his rights, is one of the inseparable incidents

of an election.

Petitioner claims that he filed neither a joint nor

a separate return; he filed A RETURN. He filed
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the only return he was allowed to file at the time

without the peril of incurrini^ a penalty in the way
of deficiency assessment and interest. This I. T.

2457 merely instructed, in effect, that a return com-

puted on a separate or conununity basis be accepted

tentatively by internal revenue collectors. It did not

give taxpayers the right to have their tax finally and

conclusively computed on that basis, but only tenta-

tively, or conditionally, until the ruling of the Su-

preme Court should be received. The government did

not by that ruling, or in any manner, say to tax-

payer at the time he filed his return that if he filed

on the separate or community basis the Commissioner

would be bomid thereby. It did not say that such a

return would be considered a correct return. That,

it said, in effect, it did not know. That had not been

determined yet, and the goverimaent could not say.

There was, notwithstanding anything contained in the 4
ruling, only one return that had any definite govern-

mental sanction, and that was the one he made. If

he had made any other, he would have been subject

to a penalty in the way of a deficiency assessment

with interest if the Supreme Court in the Malcolm

case had decided in favor of the Commissioner.

And yet, he has been told that now he cannot re-

compute his tax on the basis that he wished to in the

first place, but which the government would not and

could not tell hmi he had the inherent right to do, and

would not and could not assure him would be ac-

cepted as a right basis, binding on the Commissioner

and all parties. We repeat, that taxpayers were, in

effect, told that the government frankly did not know
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whether they had the inherent right to file it that way

or not ; that the government would, however, take the

paper from their hands into its possession, since it had

to do something with it and did not know what else to

do, but that it would hold it at their peril if it was

wrong.

And the Honorable Board of Tax Appeals now calls

that taxpayer's *' election", and says that having made

his "election" to file in that way, he cannot change it.

He says that taxpayer filed a "joint return", when

taxpayer's wife had no income of her own, and tax-

payer filed the same kind of return he always had

filed, and the one he had been theretofore compelled

to file, and the only one anybody knew he could file

with any assurance that it would be construed as a

correct one. It was only when the Supreme Court of

the United States decided the Malcolm case, on Janu-

ary 19, 1931, that taxpayer, or the government, or any-

body else, knew that California taxpayers had the in-

herent right to file separate returns of community

income.

But whatever I. T. 2457 said or meant, this was

not sent to taxpayer ; he had no way of knowing of its

promulgation, and as a matter of fact did not know;

and no taxpayer would have known except he sub-

scribed to a "Tax Service", or was advised by an

expert whose business it was to be thoroughly

familiar with these admittedly intricate and puzzling

matters, or chanced to see a note of it in the public

press.

We urge the Court to keep in mind the fact that

prior to this time there had been no question of joint
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or separate returns in California as to community

income ; that is, there had been no right to file separate

returns on a community basis. This had been defi-

nitely and repeatedly refused. There had been only

the right to file A RETURN, in which MUST BE
included all of the community income of husband and

wife. And when Section 161.a was enacted in Cali-

fornia, the govermnent did not know, and probably

nobody knew—certainly not this taxpayer—whether

under this section a wife's share- of community income

might be returned separately by her. And the only

thing the Commissioner or any other agency would

tell us was that we might file it that way if we wanted

to and take the consequences if it turned out later

to be wrong. That, we say, is the precise effect of this

ruling 2457. It permitted taxpayer to guess either way

he liked. But we are now told that if he guessed in

favor of the higher tax he is shut off forever from

the lower tax, even though the Supreme Court says

that would have been right ; whereas if he had guessed

in favor of the lower tax and the Supreme Court had

decided that that was wrong, the govermnent could

still make him pay the higher tax.

It is important to note that at no time were tax-

payers informed, even inferential ly, that failure to

file separate income tax returns of community income

would forever bar their right to the benefit thereof;

and it would seem nothing short of gross inequity for

the Commissioner to be allowed to penalize California

taxpayers in view of the very puzzling and confusing

circmnstances in which they found themselves.
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In all fairness, we submit that to call tJiat an ''elec-

tion" between filing joint and separate returns, is to

distort every principal of human understanding. And

we are backed by the great current of decision, not-

withstanding the very doubtful authority of the cases

cited by counsel for the Commissioner, which we

very earnestly urge are not applicable to California

returns, because California taxpayers found them-

selves in a position that was unique.

We have been cited by the Commissioner in other

tax matters involving the question of election to cases

involving joint and separate returns by affiliated cor-

porations, but such cases manifestly are not applicable

to the question before the Court here, not only because

there the rights were absolute but because a special

clause of the taxing act was involved.

CONCLUSION.

There is nothing mysterious about an election. It is

not here one thing and there another. Its attributes

are clearly defined and always the same. It is the

same thing in income tax matters as any other. There

are not two kinds of election, one presupposing com-

plete information as to the facts and the rights and

another not, one implying an inherent right to choose

and another not, one requiring conscious intent to

choose and another not.

The evidence before the Court shows every at-

tribute of an election missing; no attempt has been

made to contradict or impeach that evidence, or avoid
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the authorities; and yet, by some occult legerdemain,

by some elusive process nowhere explained (any more

than to assert that we did make an election), the re-

spondent arrives at the conclusion that in this case

a thing is an election though stripped bare of all its

legal attributes.

If there is any one thing repeated over and over

by the authorities, it is that a man cannot be held

to have made an election unless he is completely in-

formed as to the facts and his rights. And if there

is any one thing clearer than another, it is that tax-

payer did not know, and had no means of learning,

what his rights were. It will not do to say that the

taxpayer is presumed to know what the law is, and

that, since the Supreme Court in 1931 decided that

husband and wife might divide their coimnunity in-

come in separate returns, that always had been the

law since the effective date of Section 161a of our

Civil Code; because an election cannot be predicated

on imputed knowledge. (Craig v. Meriwether, and

other cases supra.)

We very earnestly and respectfully urge that it

would be indeed unfortunate in principle if taxpayer

were held to have made an election when he did not

know his rights and had no means of learning about

them, did not know an election was to be made, did

not intend to make an election, and did not know he

could do otherwise than he did do; and this would

be doubly unfortunate where the end was the denying

of relief to a citizen who had admittedly been taxed

foi* a greater amount than he legallj^ needed to pay.
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We submit that taxpayer has the clear right to
have his tax recomputed on the community basis.

Dated, San Francisco,

February 18, 1935.

Respectfully submitted,

Harry Corvin,

JuDSON W. Reeves,

Atto7meys for Petitioner,
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In the United States Circuit Court of

Appeals for the Ninth Circuit

No. 7690

J. J. O 'ROUEKE^ PETITIONER

V.

Commissioner of Internal Revenue, respondent

ON PETITION FOR REVIEW OF DECISION OF THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF FOR THE RESPONDENT

OPINION BELOW

The only previous opinion in this case is the

unreported memorandum opinion of the United

States Board of Tax Appeals (R. 11-12).

JURISDICTION

This appeal involves a deficiency in income tax

for the fiscal year ended January 31, 1930, in the

sum of $791.40 and is taken from a decision of the

United States Board of Tax Appeals entered May

18, 1934 (R. 13). The case is brought to this Court

on a petition for review filed August 17, 1934 (R.

14-17), pursuant to Sections 1001-1003 of the Rev-

(1)



enue Act of 1926, c. 27, 44 Stat. 9, 109, 110, as

amended by Section 1101 of the Revenue Act of

1932, c. 209, 47 Stat. 169.

QUESTION PRESENTED

The only question presented for review is

whether the Board erred in computing the peti-

tioner's income-tax liability for the year in issue

upon the basis of the single joint return of the peti-

tioner and his wife instead of upon the basis of his

separate income.

STATUTES AND REGULATIONS INVOLVED

The statutes and regulations involved are printed

in the Appendix, infra, pp. 16-18.

STATEMENT

On March 11, 1930, the petitioner filed an indi-

vidual income-tax return for himself and his wife

with the Collector of Internal Revenue at San

Francisco, California, covering their income-tax

liability for the fiscal year ended January 31, 1930

(R. 27). Upon audit the respondent made certain

adjustments to the income reported and asserted a

deficiency of $791.40, from which determination an

appeal was taken to the United States Board of

Tax Appeals (R. 3). The adjustments to income

made by the respondent were not questioned on

appeal and are not in issue here. The only issue

urged before the Board of Tax Appeals was

whether one-half of certain income acquired dur-



ing the taxable period by the petitioner and his

wife as community property should be excluded

from the petitioner's income in determining his

tax liability (R. 4, 10). The Board of Tax Appeals

held that the petitioner, having filed a joint return

for himself and his wife for the period involved,

was bound by that return, and that his tax liability

must be determined upon that basis (R. 11-12).

From this decision the petitioner has appealed (R.

14-17), alleging error on the part of the Board in

finding that the return filed by the petitioner was

a joint return of himself and his wife ; in holding

that the return filed constituted an election to have

his tax liability computed on that basis; and in

denying petitioner the right to have his tax com-

puted on the basis of a separate return.

SUMMARY OF ARGUMENT

Individuals subject to the Federal income-tax

laws are required to file returns of their income and
deductions. Married individuals living together

are granted the privilege of either filing separate

returns or a single joint return of their combined
income and deductions. The finding of the Board
of Tax Appeals that the petitioner filed a joint

return for himself and his wife is fully supported

by the evidence and will be accepted on appeal.

At the time of filing his return for the period in-

volved the petitioner had every right to file a sepa-

rate return or a joint return for himself and his

wife. This right was not affected by the fact that



all or a part of the income to be reported consti-

tuted community property under the laws of Cali-

fornia; nor was his right to file a separate return

affected by the fact that the correct amount of com-

munity income taxable to him on that basis had not

been determined.

The filing of a joint income-tax return by the

petitioner constituted his election to have his in-

come-tax liability computed on that basis. There

is no authority which would permit him to later

have his liability comx^uted on the basis of a sepa-

rate return. The subsequent decisions of the courts

determining the proper treatment of community in-

come for tax purposes do not confer any right upon

petitioner to have his liability computed upon a

different basis. They only settle the method of

computing his income on the basis of the return

made.
ARGUMENT

The petitioner first assigns error on the part of

the Board in finding that he had filed a joint return

for himself and his wife for the taxable period in-

volved (R. 16; Br. 4, 25-26). Petitioner does not

take the position that the return filed was his sepa-

rate return. He merely says that he filed **neither

a joint nor a separate return ; he filed A RETURN'*
(Br. 25). Obviously the return filed must be either

a separate return of the petitioner or a joint re-
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turn of himself and his wife. It cannot conceiv-

ably be neither.

The respondent determined that the petitioner

had filed a joint return and computed his tax liabil-

ity on that basis. The Board sustained the re-

spondent on the evidence (R. 18-22, 27). Peti-

tioner's bookkeeper testified that in preparing the

return, and the petitioner testified that in execut-

ing and filing it, they had no conscious intention of

choosing between a joint return and a separate

return (R. 20, 22). It is clear, however, that they

intended to include in one return all of the family

income. This being their intention they stated on

the face of the return that it was a joint return of

husband and wife (R. 11, 20). The finding that the

petitioner filed a joint return for himself and his

wife is supported by the evidence and will not be

disturbed on appeal. Phillips v. Commissioner,

283 U. S. 589 ; Old Mission P. Cement Co. v. Com-
missioner, 69 F. (2d) 676 (C. C. A. 9th) ; Matern

V. Commissioner, 61 F. (2d) 663 (C. C. A. 9th)
;

American Sav. Bank & Trust Co. v. Burnet, 45 F.

(2d) 548 (C. C. A. 9th).

II

The petitioner next assigns error on the part of

the Board (R. 16) in holding that the filing of a

joint return for himself and his wife constituted

an election to have his tax liability computed on

that basis which precludes a detemiination of his

liability on the basis of a separate return (R. 12).



The income tax is imposed upon the net income

of every individual (Sections 11 and 12, Revenue

Act of 1928), and every individual having a net

income in excess of the statutory exemption, or

gross income in excess of a stated amount, is re-

quired by law to file an income-tax return. How-

ever, married individuals living together are

granted the privilege of either filing separate re-

turns or a single joint return of their combined

income and deductions. The privilege of filing

separate or joint income-tax returns was first defi-

nitely granted by Section 223 of the Revenue Act

of 1921, although the Conmiissioner of Internal

Revenue had been accepting returns under the 1918

Act on either basis (Btittolph v. Commissioner, 29

F. (2d) 695 (C. C. A. 7th) ), and has been continued

through all subsequent Revenue Acts. Section 51

of the Revenue Act of 1928 controls here. The

privilege of electing the basis upon which returns

are to be made may be finally exercised at any time

prior to the last date on which the returns are due.

Mcintosh V. Wilkinson, 36 F. (2d) 807 (E. D.

Wis.) ; I. T. 2535, IX-1 Cumulative Bulletin 125.

Having indicated their election by filing their re-

turns, and the date for filing returns for that par-

ticular taxable period having expired, they are

boiind by the return or returns filed, and their joint

or separate tax liability must thereafter be com-

l^uted upon the basis of such returns. Buttolph v.

Comfnissioner, supra; Rose v. Grant, 39 F. (2d)

340 (C. C. A. 5th), affirming 24 F. (2d) 115 (N. D.



Ga.) ; Morris v. Commissioner, 40 F. (2d) 504

(C. C. A. 2d) ; Anderson v. United States, 48 F.

(2d) 201 (C. C. A. 5th) ; Kent v. Commissioner, 27

B. T. A. 1055 ; Foster v. Commissioner, 26 B. T. A.

1328; Perry v. Commissioner, 22 B. T. A. 13; Sar-

gent V, Commissioner, 22 B. T. A. 1270; Ratliff v.

Commissioner, 13 B. T. A. 644; Deposit Trust &
Savings Bank v. Commissioner^ 11 B. T. A. 706,

and cases cited. This rule applies with equal force

where the statute grants to affiliated corporations

the privilege of filing a consolidated return in lieu

of separate returns. Radiant Glass Co. v. Com-
missioner, 54 F. (2d) 718 (App. D. C.) ; Lucas v.

St. Louis National Baseball Club, 42 F. (2d) 984

(C. C. A. 8th) ; Alameda Inv. Co. v. McLmighlin,

33 F. (2d) 120 (C. C. A. 9th) ; Ohio Mining Co. v.

Commissioner, 20 B. T. A. 1062, dismissed on mo-

tion of petitioner, 59 F. (2d) 1070 (C. C. A. 6th)
;

Flambeau Public Service Co. v. Commissioner, 27

B. T. A. 299.

Petitioner's argument (Br. 13-30) that he made
no election is based upon a confusion between the

right to file joint or separate returns and the

proper determination of taxable income on the

basis of the returns filed. His argument that no
right of election existed at the time the return was
filed is without foundation. The right of election

between separate returns and a single joint return

has existed since 1921. Whether all or only a part

of the community property was taxable to peti-
127597—35-
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tioner on the basis of a separate return is an en-

tirely different matter. Married individuals can

elect to file joint or separate returns but they can-

not elect the amount of community income to be

included in either return. This is a question of

law and not a question of election. If joint re-

turns are filed all the community income is in-

cluded. But if separate returns are filed the com-

munity income is taxable to the spouse legally

liable for the tax on it. Blair v. Roth, 22 F. (2d)

932 (C. C. A. 9th), certiorari denied, 277 U. S.

588 ; Roth v. Commissioner, 17 B. T. A. 1330 ; Stan-

ton V. Commissioner, 21 B. T. A. 1380; Sherman

V. Commissioner, 29 B. T. A. 616; Ames v. Commis-

sioner, 30 B. T. A. 516.

Petitioner had the same right to file a separate

return for the year involved that he now has, and

respondent could not have refused to accept a re-

turn filed on either basis. Kent v. Commissioner,

supra. If the petitioner had filed a separate re-

turn, and had erroneously included in it any

amount (whether commmiity income, separate in-

come of his wife, or other amounts) not properly

taxable to him on the basis of a separate return,

he would be fully justified in taking the position

here that such income should be excluded from his

return in determining his tax liability.

Disregarding for the moment the question of

proper treatment of community income, it is clear

that all of the elements necessary to constitute a



binding election (Br. 5, 20-21) are present in this

case. The petitioner had the right under the law

to file a separate return; that right has existed

from the beginning of the Federal income tax laws

and he must be presumed to have had knowledge of

the right ; and he made his return with knowledge

of that right and with the intention of including

in it all of the family income.

The ''election" in cases of this character is the

legal effect of the taxpayer's action in filing the

return. The filing of the joint return by the peti-

tioner constituted the "election" to have his tax

liability computed on that basis. Cf . Lucas v. St.

Louis Baseball Club, supra. The cases of Rohh v.

Vos, 155 U. S. 13 ; A. Klipstein & Co. v. Grant, 141

Fed. 72 (C. C. A. 5th), certiorari denied, 201 U. S.

647 ; In re Fitzhugh Hall Amusement Co., 228 Fed.

169 (W. D. N. Y.) ; Connihan v. Thompson, 111

Mass. 270 ; and Thompson v. Howard, 31 Mich. 309,

cited by the petitioner (Br. 5-6), fully support the

Board's decision that petitioner cannot now change

his position and have his tax computed on the basis

of a separate return. In the cases cited by the pe-

titioner, where the courts held that a prior action

did not constitute an election of remedies, it ap-

pears that the remedies were concurrent or cumula-

tive, or that no detriment resulted to the opposing

party as a result of the change in position by the

plaintiff.
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It should also be noted that the right of election

of remedies as illustrated by the cases cited by the

petitioner differs materially from the right to

choose between filing joint or separate income-tax

returns. Insofar as the income tax laws are con-

cerned, it is definitely settled that the filing of the

return constitutes the "election." If the question

for determination is whether the return filed was

a joint or separate return the intention of the tax-

payer making the return is important. Anderson

V. United States, supra; Foster v. Commissioner,

supra. But the character of the return having

been established as a joint or separate return, it is

immaterial that the return was made through in-

advertence or without knowledge on the part of the

taxpayer that he could make a return on another

basis (Buttolph v. Commissioner, supra; Alameda

Inv. Co. V. McLaughlin, supra), or was made upon

improper advice of a revenue official (Ratlijf v.

Commissioner), or pursuant to a ruling of the

Commissioner of Internal Revenue (Radiant Glass

Co. V. Comm^issioner, supra; Ohio Mining Co. v.

Commissioner, supra; Flamheait Public Service Co.

V. Commissioner, supra), or that the taxpayer was

uncertain of the correct amount of income or de-

ductions to be reported {Morris v. Commissioner,

supra), or that a joint return was filed because the

taxpayer figured he had no taxable income anyhow

(Perry v. Commissioner, supra) .

Being given a right of election, a taxpayer will

presumably choose the basis of reporting which
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would be more advantageous to him. The reasons

for requiring him to abide by his election are ob-

vious. If he were permitted to change his position

after audit disclosed errors in the return, there

would be no end of confusion in the administration

of this provision and such a change in position

would nearly always be disadvantageous to the

Oovernment. In Grant v. Rose, 24 F. (2d) 115,

118, the District Court said:

It is not unreasonable to claim a right to

substitute one form of return for the other

up to the last day for making returns, but,

after that, and especially after the returns

have been reviewed and assessments made,

there are strong administrative reasons for

not permitting the upsetting of the whole

basis of calculation.

The reasons for denying the taxpayer the right to

change his method of returning are even stronger

in a case where a joint return has been filed be-

cause that return is considered the return of both

individuals for all purposes, including the running

of the statute of limitations. Sargent v. Commis-

sioner, supra.

While the law permits the filing of joint returns,

there is no affirmative provision of the statute or

regulations permitting a later change to separate

returns. And in Morris v. Commissioner, supra,

the court said (p. 504) : "Denying this taxpayer the

requested leave to file an amended return was with-

in the requirements of the statute, and lawful. '

'
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III

Tlie petitioner's argument is based almost en-

tirely upon the ground that at the time his return

was filed, his right to divide the conmaunity income

had not been definitely established. As pointed out

above, tliis is a matter of law and not a subject of

election. There was nothing in the law or regula-

tions to prevent this petitioner from filing a sepa-

rate return and reporting in it all of the income

which he believed to be legally taxable to him.

Prior to the enactment of Section 161a of the

California Civil Code (effective July 29, 1927) tax-

payers residing in California had the right to file

separate or joint returns, but all of the connnunity

income was taxable to the husband. United States

V. Rohhins, 269 U. S. 315; Blair v. Roth, supra.

As a result of the enactment of Civil Code Section

161a certain conmiunity income received subse- i

quent to July 29, 1927, can be reported in sepa-

rate returns (United States v. Malcolm, 282 U. S.

792; Mini. 3859, X-1 Cumulative Bulletin 140),

while other community income is still taxable en-

tirely to the husband (Hirsch v. United States, 62

F. (2d) 128 (C. C. A. 9th), certiorari denied, 289

U. S. 735). But neither the enactment of Civil

Code Section 161a nor the decisions construing it

affected in any way the right of California residents

to file joint or separate returns.

It is true that the proper amount of community

income taxable to the petitioner on the basis of a
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separate return had not been finally settled at the

time his return was filed. At that time he had as

his guide in reporting his income the provision of

Civil Code Section 161a and the Commissioner's

ruling (I. T. 2457, VIII-1 Cumulative Bulletin 89)

which had been published March 4, 1929, more than

a year prior to the date his return was filed. But

this uncertainty as to the correct amount of income

taxable to the petitioner can give him no greater

right to change his position now than the taxpayers

had in all of the authorities cited above. If he had

wished to avail himself of the advantage of a sep-

arate return his return should have been filed on

that basis, leaving the correct amount of income

for future determination. Instead, however, he

adopted a course which under all the authorities

precludes him from now changing his position.

Cf. Radiant Glass Co. v. Burnet, supra.

The petitioner is mistaken in his argument (Br.

23-24) that if the community income had been

reported in separate returns and the Supreme

Court had held that he was taxable on the full

amount of community income, amended returns

would have been required. The only effect of such

a decision would have been to require the inclusion

of all comnmnity income in the petitioner's sep-

arate return, but his tax liability would still have

been computed upon the basis of his election.

Also, the argument (Br. 25) that I. T. 2457,

supra, "constituted nothing more than permission
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to make a tentative return on community basis

pending the decision of the Supreme Court " is at

best misleading. This ruling did not concern itself

with the right to file separate or joint returns under

the statute, but merely advised taxpayers that until

the question of whose the conmiunity income was it

could be divided by husband and wife and reported

in their separate returns for income tax purposes.

For the reasons stated above, it is clear that the

petitioner's argument (Br. 25-26) that he filed the

only return he was allowed to file without incurring

a penalty is likewise misleading. He had the right,

irrespective of I. T. 2457, to make either a joint

return or a separate return. If he had reported

only a part of the community income in a< separate

return, and the courts had later determined that he

was taxable on the entire amomit, the assessment

and collection of the resulting additional tax would

be no penalty. It would be only a determination

of his liability upon the basis of his return. And
contrary to the petitioner's statement (Br. 26), the

Commissioner, as well as the taxpayer, is bound

by the return filed. The Commissioner is required

to compute the taxpayer's liability upon the basis

of the taxpayer's return whether that liability is

more favorable to the taxpayer or to the Govern-

ment.
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CONCLUSION

The decision of the Board of Tax Appeals is cor-

rect and should be affirmed.

Respectfully submitted.

Frank J. Wideman,

Assistant Attorney General.

SewALL Key,

F. E. YOUNGMAN,

Special Assistants to the Attorney General.

April 1935.



APPENDIX

Revenue Act of 1928, e. 852, 45 Stat. 791

:

Sec. 11. Normal tax on individuals.

There shall be levied, collected, and paid
for each taxable year upon the net income
of every individual a normal tax equal to

the sum of the following: * * *.

Sec. 12. Surtax on individuals.

(a) Rates of surtax.—There shall be
levied, collected, and paid for each taxable

year upon the net income of every individ-

ual a surtax as follows: * * *.

Sec. 51. Individuai. returns.
(a) Requirement.—The following indi-

viduals shall each make under oath a return
stating specifically the items of his gross
income and the deductions and credits al-

lowed under this title:

(1) Every individual having a net
income for the taxable year of $1,500
or over, if single, or if married and not
living with husband or wife

;

(2) Every individual having a net
income for the taxable year of $3,500
or over, if married and living with hus-

band or wife; and
(3) Every individual having a gToss

income for the taxable year of $5,000 or
over, regardless of the amount of his

net income.

(h) Husband and wife.—If a husband
-and w^ife living together have an aggregate
net income for the taxable year of $3,500 or

(16)

I
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over, or an aggregate gross income for such

year of $5,000 or over

:

(1) Each shall make such a return,

or

(2) The income of each shall be in-

cluded in a single joint return, in which

case the tax shall be computed on the

aggregate income.*****
Civil Code of California:

Section 161a—Interests in community
property.—The respective interests of the

husband and wife in community property

during continuance of the marriage relation

are present, existing, and equal interests un-

der the management and control of the hus-

band as is provided in sections 172 and 172a

of the Civil Code. This section shall be con-

strued as defining the respective interests

and rights of husband and wife in commu-
nity property.

Treasury Regulations 74, promulgated under the

Revenue Act of 1928:

Aet. 381. Individual returns.—For each

taxable year every single person and every

married person not living with husband or

wife, whose gross income as defined in sec-

tions 22 and 116 is $5,000 or over, or whose

net income as defined in section 21 is $1,500

or over, must make a return of income. The
return shall be for his taxable year, whether

calendar or fiscal. Whether or not an indi-

vidual is the head of a family or has depend-

ents is immaterial in determining his lia-

bility to render a return. A husband and
wife living together for the entire year need

make no returns unless their aggregate gross

income for the taxable year is at least $5,000,
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or their aggregate net income is at least

$3,500. If their aggregate net income for the

taxable year is $3,500 or more, or their ag-

gregate gross income is $5,000 or more, either

each must make a return, or the income of

each must be included in a single joint re-

turn. A husband and wife living together

for a period which is less than the entire

taxable year must make a return or returns
if their aggregate gross income for the taxa-

ble year is $5,000 or more, or their aggregate
net income is equal to, or in excess of, the

credit allowed them by section 25 (e) (2).

(See article 295.) AVhere che income of

each is included in a single joint return,

the tax is computed on the aggregate income
and all deductions and credits to which either

is entitled shall be taken from such aggre-

gate income. The husband shall include in

his return the income derived from services

rendered by the wife or from the sale of
products of her labor if she does not j&le a

separate return or join wdth him in a return
setting forth her income separately. A
joint return of husband and wife may be
filed only if they were living together at the

close of their taxable year. Where one
spouse dies prior to the last day of the tax-

able year, the surviving spouse should not
include the income of the deceased spouse in

a joint return for such taxable year. For
returns by fiduciaries, see section 143 and
articles 741-746; by partnerships, see sec-

tion 189 and articles 941 and 942; and by
nonresident alien individuals, see section 217
and article 1081. See also section 53 and
articles 401-404.
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2 E. C. Street, Trustee, etc. vs.

In the United States District Court for the North-

ern District of California, Southern Division.

No. 18594-S.

In the Matter of

J. F. COLLINS, a Bankrupt.

E. C. STEEET, as Trustee of the Estate

of J. F. Collins, a Bankrupt,

Petitioner and Appellant,

vs.

PACIFIC INDEMNITY COMPANY, a Corpora-

tion,

Respondent and Appellee.

PETITION FOR ORDER REQUIRING PA-
CIFIC INDEMNITY COMPANY TO TURN
OYER CERTAIN MONEYS TO THE TRUS-
TEE.

The petition of E. C. Street respectfully shows:

1. That on or about the 26th day of November,

1930, by the consideration of the United States Dis-

trict Court for the Southern Division of the North-

ern District of California, J. F. Collins was duly

adjudged bankrupt upon a petition filed against

him on the 8th day of October, 1929; whereupon

the administration of said estate was duly referred

to Burton J. Wyman, Esq., Referee in Bankruptcy,

before whom such proceedings were had as that

thereafter, to wit, on the 7th day of January, 1931,

your petitioner was duly appointed trustee of the

bankrupt's estate and effects, thereupon qualifying

as such ; and your petitioner ever since has been and
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now is the duly qualified and acting trustee of said

estate in bankruptcy.

2. That the respondent Pacific Indemnity Com-

pany is and at all of the times herein mentioned has

been a duly organized and [1*] existing corporation

3. (a) That on or about the 25th day of Sep-

tember, 1929, the respondent received from the

bankrupt and of the assets of the bankrupt estate

the sum of $1,093.40 in cash.

(b) That on or about the 22d day of October,

1929, the respondent received from the bankrupt

and of the assets of the bankrupt estate the sum

of $6,327.77 in cash.

(c) That on or about the 24th day of December,

1929, the respondent received from the bankrupt

and of the assets of the bankrupt estate the sum of

$16,038.58 in cash.

4. That prior to and at the time said respondent

received said sums of money said J. F. Collins was

insolvent and said respondent at the time it re-

ceived said money knew that said J. F. Collins was

insolvent.

5. That respondent did not receive said money
from said J. F. Collins in the ordinary and usual

course of business or transactions conducted by said

J. F. Collins.

WHEEEFORE, said petitioner prays for an

order requiring respondent to appear and show

cause why it should not be ordered to pay to peti-

tioner for the accomat of the estate of said J. F.

*Page numbering appearing at the foot of page of original certified

Transcript of Record.
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Collins the sum of $23,459.75, and that after due

proceedings had and taken said respondent be re-

quired to pay said sum to petitioner.

CLARENCE A. LINN
Attorney for Petitioner.

[Duly Verified]

[Endorsed] : FHed Feb 25 1931 Burton J. Wy-
man, Referee in Bankruptcy. [2]

[Title of Court and Cause.]

ANSWER OF PACIFIC INDEMNITY COM-
PANY TO TRUSTEE'S PETITION FOR
TURNOVER ORDER, AND ORDER TO
SHOW CAUSE THERIiON.

Comes now. Pacific Indemnity Company, a cor-

poration, and answers the petition of E. C. Street,

Trustee in Bankruptcy, verified February 25, 1931,

which petition prays for an order requiring re-

spondent to pay to said Trustee in Bankruptcy the

sum of $23,459.75, and answers the order to show

cause issued upon said petition, and respectfully

shows

:

Answering the allegations in paragraph 3 of said

petition contained:

Respondent denies that on or about September

25, 1929, or at any time, respondent received from

the bankrupt of the assets of the bankrupt estate

the sum of $1,093.40, or any sum, in cash, or other-

wise, or at all.

Respondent denies that on or about October 22,
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1929, or at [3] any time, the respondent received

from the bankrupt, or of the assets of the bankrupt

estate, the sum of $6,327.77, or any sum, in cash,

or otherwise or at all.

Respondent denies that on or about December 24,

1929, or at any time, respondent received from the

bankrupt, or of the assets of the bankrupt estate,

the sum of $16,038.58, or any sum, in cash, or other-

wise or at all.

Respondent has no information or belief on the

subject sufficient to answer the allegations of para-

graph 4, on page 2, line 8, of said petition, and

placing its denial upon that ground, respondent

denies that prior to, or at the time in said paragraph

referred to, or at any time in said petition men-

tioned, said J. F. Collins was insolvent. Respondent

denies that on the 25th day of September, 1929,

respondent knew that said J. F. Collins was in-

solvent.

Answering the allegations in paragraph 5 of said

petition contained, respondent denies that it did

not receive the moneys in said paragraph referred

to from said J. F. Collins in the ordinary and usual

course of business or transactions conducted by

said J. F. Collins, and in this connection respond-

ent denies that the moneys referred to in paragraphs

3 (b) and 3 (c) of said petition were received by

said respondent from said bankrupt at all, and

as to the moneys referred to in paragraph 3 (a),

to-wit, the sum of $1,093.40, respondent alleges that

on the 25th day of September, 1929, the said sum
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of $1,093.40, and the whole thereof, was moneys

which had been paid by the County of Alameda

under the contract herein referred to, and that at

said time said moneys and the whole thereof was

held in trust for the purpose of meeting and paying

payrolls which were then earned, owing and unpaid

for labor upon the said contract herein referred to,

and that said moneys were [4] delivered to respond-

ent, and respondent did disburse the said moneys

and the whole thereof in pajrment of said payrolls

above referred to.

Further answering said petition and order to show

cause, this respondent respectfully shows that in

the month of June, 1929, the County of Alameda,

State of California, acting by and through its

Board of Supervisors duly authorized, did enter

into a contract with said J. F. Collins, whereby said

bankrupt agreed to do certain road work for a

stipulated price. Respondent executed its indem-

nity bond guaranteeing the performance of said

work by said bankrupt, and said bankrupt did ex-

ecute an instrument of assignment dated June 21,

1929, whereby said bankrupt did assign unto re-

spondent as indemnity against the liability so as-

sumed, or to be assumed, by respondent in the writ-

ing of said indemnity bond, all moneys that would

become payable to said bankrupt by said County

of Alameda under the said contract. That on or

about the 25th day of September, 1930, said bank-

rupt abandoned the contract, and the work con-

tracted to be performed by said bankrupt was
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thereupon carried forward by respondent, and was

completed by respondent after the filing of the peti-

tion in bankruptcy herein. That from time to time

as said work was performed by respondent, the

County of Alameda paid to respondent progress

payments, to-wit, the sum of $5,812.07 was paid by

the County of Alameda to respondent on or about

October 22, 1929 ; the sum of $16,038.58 was paid by

said County of Alameda to respondent on or about

December 24, 1929; and the sum of $515.00 was paid

by said County of Alameda to respondent on or

about January 6, 1930. That respondent performed

and completed the work so contracted to be done

by said bankrupt according to the terms of said

contract and to the satisfaction of said County of

Alameda, and said respondent did expend and pay

out for materials and labor [5] used in the perform-

ance of said work all moneys received from the

County of Alameda or from said bankrupt, and

said respondent did expend and pay out for labor

and materials used in the performance and com-

pletion of said contract all moneys referred to in

the said petition of the Trustee in Bankruptcy

herein.

WHEREFORE, respondent prays that said

Trustee in Bankruptcy take nothing by his said

petition, and that the order to show cause be dis-

charged, and for its costs, and such other relief as

may be equitable.

MILTON NEWMARK
Attorney for Pacific Indemnity Company
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United States of America

State and Northern District of California

City and County of San Francisco.—ss.

E. L. STOCKWELL, being first duly sworn, de-

poses and says that he is an officer, to-wit, a Vice

President, of Pacific Indemnity Company; that he

has read the foregoing Answer, knows the contents

thereof, and that the same is true, excepting as

to such matters therein denied upon information

and belief, and as to those matters he believes it to

be true.

E. L. STOCKWELL

Subscribed and sworn to before me this 21st day

of October, 1932.

W. W. HEALEY
Notary Public in and for the City and County

of San Francisco, State of California.

[Notarial Seal]

[Service Admitted]

[Endorsed] : Filed Nov 15 1932 Burton J. Wy-
man, Referee in Bankruptcy. [6]

J

In the Southern Division of the United States

District Court for the Northern District

of California.

No. 18594-S In Bankruptcy

IN THE MATTER OF
J. F. COLLINS, Bankrupt
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EEFEREE'S CERTIFICATE ON PETITIONS
FOR REVIEW OF REFEREE'S ORDER

To the Honorable A. F. St. Sure, judge of the

United States District Court for the Northern

District of California:

I, Burton J. Wyman, the referee in charge of

this proceeding, do hereby certify and report as

follows

:

That during the course of the herein proceedings,

the referee made the following order:

*'ORDER DETERMINING TITLE TO CER-
TAIN MONEYS

"The petition of E. C. Street, the trustee

in bankruptcy herein, praying for an order

requiring the Pacific Indemnity Company to

turn over to said trustee for the account of the

estate of the above named bankrupt, the sum
of $23,459.75, having come on for hearing on

the date fixed in the order to show cause based

upon and served in connection with said peti-

tion, to-wit, on the 3rd day of March, 1931, and

said hearing having been from time to time

continued during the pendency of a petition

for review and an appeal to the United States

Circuit Court of Appeals for the Ninth Circuit,

from the referee's order declining to assume

jurisdiction, Clarence A. Linn, Esq., appearing

on behalf of the respondent. Pacific Indemnity

Company, (it having been adjudged in said

appeal proceedings that the referee should as-
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sume jurisdiction over the [7] same) and oral

and documentary evidence, including a stipula-

tion as to the facts, and concerning the issues

raised by said petition and said respondent's

answer thereto, and briefs having been filed

herein and the matter having been submitted

to the referee for his decision, the referee finds

as follows:

''FINDINGS OF FACT.

''That on the 11th day of June, 1929, the

herein bankrupt J. F. Collins, entered into a

contract with the County of Alameda, acting

by and through its board of supervisors by the

terms of which said contract said J. F. Collins,

as contractor, undertook and agreed to improve

a portion of the Hayward-Redwood Canyon

Road, being known as County Road No. 7355,

southerly from the westerly end of Pinehurst

Road, all in Eden Road District, the considera-

tion therefor being the sum of |23000.00.

"That as a part of said contract with said

County of Alameda, as aforesaid, and on the

said 11th day of June, 1929, said J. F. Collins

furnished a bond in the sum of $23000.00 to

and in favor of the said County of Alameda,

in which said bond said J. F. Collins was

named as principal, and Pacific Indemnity Com-

pany, a corporation, was named as surety, and

by the terms of which, said principal and said

surety bound themselves and each one thereof,
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that said J. P. Collins would furnish all neces-

sary labor, materials, and mechanical work-

manship required for the improvement of the

aforesaid road, and would furnish all the work

and materials necessary therefor in accordance

with the plans and specifications on file in the

office of the clerk of the board of supervisors,

said bond, among other things further pro-

viding that if said J. F. Collins should well

and truly carry out, execute and perform all

things by said J. F. Collins to be carried out,

executed and performed according to the terms

and conditions of the said contract, then the [8]

obligation under said bond should become null

and void otherwise to remain in full force and

effect.

''That also as a part of said contract, and

on the said 11th day of June, 1929, said J. F.

Collins furnished another bond in the sum of

$23,000.00 in which said last mentioned bond,

said J. F. Collins was named as principal, and

Pacific Indemnity Company, a corporation,

was named as surety, and by the terms of

which, said principal and said surety bound

themselves and each one thereof, that said

J. P. Collins would furnish all necessary labor,

materials, and mechanical workmanship re-

quired for the improvement of the aforesaid

road, and would furnish all the work and mate-

rials necessary therefor in accordance with the

plans and specifications on file in the office of
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the clerk of the board of supervisors, said

bond, among other things further providing

that if said J. F. Collins should well and truly

carry out, execute and perform all things by

said J. F. Collins to be carried out, executed

and performed according to the terms and

conditions of the said contract, then the obliga-

tion under said bond should become null and

void otherwise to remain in full force and

effect.

''That also as a part of said contract, and on

the said 11th day of June, 1929, said J. F.

Collins furnished another bond in the sum of

$23,000.00 in which said last mentioned bond,

said J. F. Collins was named as principal, and

said Pacific Indenity Company, a corpora-

tion, was named as surety, and by the terms of

which said principal and said surety, bound

themselves and each one thereof, unto all mate-

rial men who might furnish material or sup-

plies to said contractor, J. F. Collins, for the

said contracted work to be done, and all me-

chanics and [9] laborers who might furnish

work and labor of any kind and nature, said

bond being given persuant to an Act of Legis-

lature of the State of California, entitled 'An

Act to secure the payment of the claims of

persons employed by contractors upon public

works, and the claims of persons who furnish

materials, supplies, teams, improvements or

machinery used or consummed by such con-
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tractors in the performance of such works, and

prescribing the duties of certain public officers

with respect thereto/ and act amendatory

thereof.

''That upon the date of the giving of said

bonds by said contractor, J. F. Collins, and in

which the said Pacific Indemnity Company, a

corporation, were surety as aforesaid, to-wit

on the said 11th day of June, 1929, said J. F.

Collins, as a part of his application to said

Pacific Indemnity Company for contract bond

and agreement of indemnity, entered into an

agreement with the said Pacific Indemnity

Company, wherein and whereby, as a part of

said agreement said J. F. Collins stipulated

as follows:

" 'If any maintenance or guarantee of the

work, after completion, is provided for in the

contract, for a term exceeding one year, for

which either the contract bond or any separate

bond which may be executed is liable, the

indemnitor (s) agree to pay the Company in

advance for the entire term of said maintenance

guarantee a premium, calculated at the rate

of $ per $1,000, computed on the entire

amount of the contract price. The contract

premium, if there be no maintenance or guar-

antee, will be paid, as above, until the Company
shall be discharged or released from any and

all liability and responsibility upon said bond,

and all matters arising therefrom, and com-
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petent [10] written legal evidence of sucIl dis-

charge or release satisfactory to the Company,

is served thereon at its Home Office in the City

of Los Angeles, California. Where the contract

bond covers any maintenance or guarantee of

the work, the contract premium will be paid,

as above, only until the indemnitor (s) furnish

the Company with like evidence of the comple-

tion of the contract, which will be the com-

mencement date of maintenance and main-

tenance premium.

'''SECOND: The indemnitor (s) will per-

form all the conditions of said suretyship and
|

any and all renewals and extensions thereof;

and will at all times indemnify and keep in-

demnified the Company (and/or its co-surety

(ies) and/or its reinsurer (s), if any), and

hold and save it harmless from and against any

and all damages, loss, costs, charges and ex-

penses of whatsoever kind or nature, including

counsel and attorney fees, whether incurred

under retainer of salary or otherwise, which it

shall or may at any time sustain or incur by

reason or in consequence of its suretyship or

procurement of suretyship, or which it may
sustain or incur in connection with any litiga-

tion, investigation, collection of premimns, or

other matter connected with such suretyship,

including any suit instituted to enforce the

obligations of this agreement of indemnity;

and the indemnitor (s) will place the Com-
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pany, (and/or its co-surety (ies) and/or its

reinsurer (s), if any), in funds to meet every

and all damages, loss, costs, charges and ex-

penses of whatsoever kind and nature before

the Company shall be required to pay the same.

In any accounting which may be had between

the undersigned and the Company, the Com-

pany shall be entitled to charge for any and

all disbursements in and about the matters

herein contemplated made by it in good faith,

[11] under the belief that it is or was liable

for the sums and amounts so disbursed, or that

it was necessary or expedient to make such dis-

bursements, whether or not such liability, neces-

sity or expediency existed.

'* 'The indemnitor (s) further agree that in

the event of their failure to pay any premium
charge when due, said premium shall forthwith

be payable out of any fund then due or there-

after to become due from the obligee on account

of the above mentioned contract covered by the

bond, and upon the delivery to the obligee of

a copy of this agreement with a notice of the

non-payment of said premium, the obligee is

authorized and directed to apply the fund as

it accrues or so much thereof as may be neces-

sary in payment of said premium and interest,

costs, charges, expenses and attorney's fees

pursuant to this agreement.
'' 'THIRD: That for the better protection of

the said Company, and as of the date hereof,
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the undersigned indemnitor (s) who are named

as principal (s) in said bond do hereby assign,

transfer and convey to the said Company all

rights, title and interest in and to all the tools,

plant, equipment and materials of every nature

and description that the said principal (s) may
now or hereafter have upon said work, or in

or about the site thereof, or used in connection

with the work and located elsewhere, including

as well materials purchased for or chargeable

to said contract, which might be in process of

construction or storage elsewhere, or in trans-

portation to said site, hereby assigning and

conveying also all rights in and to all sub-con-

tracts, which have been, or may hereafter be

entered into, and the materials embraced there-

in, and the said principal (s) authorize and

empower said Company, its authorized agents

or [12] attorneys, to enter upon and take pos-

session of such tools, plant, equipment, mate-

rials and sub-contracts, and enforce, use and

enjoy such possession, upon the following con-

ditions, viz: This assignment shall be in full

force and effect as of the date hereof: (1)

Should the said principal (s) fail to pay any

premium charge when due, or should they fail

or be unable to complete, in accordance with

its terms, any contract covered by a bond of

this Company, or in the event the said prin-

cipal (s) abandon the work under, or fail to

comply with the terms or conditions of, any
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such contract. (2) If the said principal, being

an individual, dies, absconds, is a fugitive

from justice or is convicted of a felony. (3)

If the principal (s) fail to pay bills incurred

on the work, when they become due and pay-

able, whether the Company may be liable for

such bills or not. (4) If any proceedings are

brought against the principal (s) alleging

that they are insolvent, or if any receiver or

trustee for the benefit of creditors is appointed,

whether such principal (s) are insolvent or not.

(5) If any proceedings are brought which de-

prive the principal (s) of the use of any part

of the equipment used in connection with the

work under their contract so as to hinder, delay

or impede the normal and satisfactory progress

of the work.

'''FOURTH: That the said Company, as

surety on said bond, as of this date, shall be

subrogated to all rights, privileges and prop-

erties of the principal (s) in said contract, and

said principal (s) do hereby assign, transfer

and convey to said Company all the deferred

payments and retained percentages arising out

of this contract, and any and all monies and

properties that may be due and payable to

said principal (s) at the [13] time of the

happening of any of the occurrences mentioned

in clauses one, two, three, four and Ave of the

next preceding paragraph, or that may there-

after become due and payable to said principal

(s) on account of this contract or on account of
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extra work or materials supplied in connection

therewith, hereby agreeing that all such monies

and the proceeds of such payments and prop-

erties shall be the sole property of the said Com-

pany, and to be by it credited upon any loss,

damage, charge and expense sustained or in-

curred by it as above set forth under any bond

of suretyship it has executed for the under-

signed principal (s). This agreement shall not,

nor shall acceptance by the Company of pay-

ment for its suretyship, nor agreement to ac-

cept, nor acceptance by it at any time of other

security, nor assent by it to any act of the in-

demnitor (s), or of any person acting on be-

half of the undersigned in any way abridge,

defer or limit its rights to be subrogated to

any right or remedy, nor limit or abridge any

right or remedy which the Company otherwise

might or may have, acquire, exercise or enforce,

nor create any liability on the part of the

Company which would not exist were this

agreement not executed.
u 'pip^TH: Any security taken by the Com-

pany, in connection with said bond, including

the assignment of monies coming due from the

contract, and the assignment of equipment and

materials used on or in connection with such

contract, may be held by the Company, as a

protection against any bond heretofore or here-

after executed by the Company on behalf of
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the undersigned principal (s), and tlie Com-

pany may sell or realize upon the said colla-

teral at its discretion, at public or private sale,

and with or without notice to the indemnit-

or (s) of the time or place [14] of such sale,

for the purpose of protecting itself against

any claim, demand or loss under the said bond,

or any other bond so outstanding, and, after

indemnifying itself fully for any loss incurred

on any bond issued at the request of the said

principal (s), any balance, after such reim-

bursement, shall be paid to said principal (s),

after all liability of the Company has ceased

to exist under said bond or bonds.

'' 'SIXTH: That upon the making of any

demand, or the giving of any notice, or the in-

stitution of any action or proceeding upon any

claim, or preliminary to determining or fixing

any liability which the Company may be called

upon to discharge, by reason of such surety-

ship, the indemnitor (s) will immediately no-

tify the Company thereof, in writing, at its

Home Office in the City of Los Angeles, Cali-

fornia.
'^ 'SEVENTH: That it shall not be neces-

sary for the Company to give the indemnit-

or (s) notice of any act, fact or information,

coming to the notice or knowledge of the

Company, concerning or affecting its rights

or liability under said suretyship, or the rights

or liability of the indemnitor (s) hereunder,
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notice of all such being hereby expressly

waived. Any modification, amendment or ex-

tension by the Company of the suretyship

herein applied for, or its assent to any such

modification, amendment or extension thereof

shall not in any wise affect the liability of the

indemnitor (s) hereunder and such liability

shall extend to any and all bonds issued by the

Company in connection with or as a result of

this suretyship.

'"EIGHTH: The indemnitor (s) agree to

accept vouchers or affidavits of any loss paid

by the Company under the bond herein applied

for, together with vouchers or affidavits of

payment of all costs whatever, incurred by the

Company in adjusting such [15] loss, or in

completing said contract, as conclusive evi-

dence against the indemnitor (s) of the fact

and extent of the indemnitor's liability, here-

under to the Company.

'''NINTH: That the Company shall have

the exclusive right for itself, and for the in-

demnitor (s), to decide and determine whether

any claim, demand, liability, suit, action, order,

judgment or adjudication, made or brought

against the Company and/or principal on said

bond, jointly or severally, shall or shall not

be defended, tried or appealed and its decision

shall be final, conclusive and binding upon the

indemnitor (s), and any order, judgment or

adjudication made, entered or affirmed as a
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result thereof, or any loss, cost, charge, expense

or liability thereby incurred, sustained or paid,

shall be borne by the indemnitor (s) and the

indemnitor (s) especially consent thereto.

^' 'TENTH: That in event any claim is filed

with the Company on the bond herein applied

for, or if any suit is brought against the Com-

pany on said bond or in connection therewith,

the indemnitor (s) hereby covenant and agree

to immediately on demand deposit with the

Company in current funds an amount sufficient

to indemnify it up to the full amount claimed

or sued for.

'^ 'ELEVENTH: That no act or omission

of the Company in modifying, amending, limit-

ing or extending any instrument executed by the

Company and no assent or refusal to assent by

the Company to any modifications, amend-

ments, limitations or extensions of the original

contract or any supplemental or other agree-

ments whatever, shall in any wise aifect the

liability of the indemnitor (s) hereunder, nor

shall the indemnitor (s) be released from ,this

obligation by reason thereof; and it is [16]

further agreed that the Company may alter,

change, modify, amend, limit or extend any

instrument and may execute renewals thereof,

or other and new obligations in its place or in

lieu thereof, or may assent to such alterations,

changes, modifications, amendments, limitations

or extensions of any instrument without notice
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to tlie indemnitor (s), notice being expressly

waived, and in such case the indemnitor (s)

shall be liable to the Company as fully and to

the same extent on account of any such

changed, modified, limited or extended instru-

ment or such renewals thereof, or other or new
obligations in its place or in lieu thereof, as

fully as if such instrument were described at

length herein.'

"That on the 17th day of September, 1929,

the application for contract bond and agreement

of indemnity containing the portion herein just

above quoted was recorded in the office of the

County Recorder of said Alameda County in

liber 2187, page 369, official records thereof.

"That on or about the 25th day of September,

1929, it became known to the said Pacific In-

denmity Company, that the said J. F. Collins

was not going to complete his contract with

said County of Alameda, and thereupon said

Pacific Indemnity Company, commencing on or

about the 25th day of September, 1929, took

over the contract and carried the same on to

completion in the name of the said contractor,

said Pacific Indemnity Company however fur-

nishing the materials and labor from said last

mentioned date until the completion of said

contract. That said Pacific Indemnity Com-

pany received the following sums of money in

consideration for the work performed as afore-

said.
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''From the bankrupt on September

25, 1929 $ 1,093.04

[17] "From the County of Ala-

meda on October 22, 1929, as a pro-

gress payment due the bankrupt for

work done prior to October 2, 1929 6,327.77

''From the County of Alameda on

December 24, 1929, as progress pay-

ments for work done by respondent

in the name of the bankrupt and as

retained percentages on work done

by the bankrupt as well as by re-

spondent $16,438.58

Total 123,459.75

"That in carrying out the terms of said con-

tract it completed said contract in the place

and stead of said J. F. Collins, as aforesaid,

said Pacific Indemnity Company expended

and disbursed the aggregate sum of $23,942.61.

"That on the 25th day of September, 1929,

the date upon which said Pacific Indemnity

Company received from said J. F. Collins the

said sum of $1,093.04, said Pacific Indemnity

Company did not know that said J. F. Collins

was insolvent.

"That said Pacific Indemnity Company is

the only creditor of said J. F. Collins in that

particular class of creditors.

"That on the 8th day of October, 1929, an
involuntary petition was filed against said J.
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F. Collins by Jenison Machinery Company,

a corporation, Mueller Bros., a copartnership,

and Robert O. Bossinger, and thereafter and

on the 26th day of November, 1930, said J. F.

Collins was adjudicated a bankrupt.

"CONCLUSIONS OF LAW
"From the facts as foimd herein the referee

concludes as matters of law: that

"Said Pacific Indemnity Company is and

was entitled to be subrogated to the extent of

$23,000.00 the rights of said County of Ala-

meda in and to the sum of $23,000.00 paid to

said Pacific Indemnity Company in considera-

tion for the completion of said contract in the

place and stead of J. F. CoUins as aforesaid.

"That said Pacific Indemnity Company by

virtue of the terms [18] of the said bond in

favor of said County of Alameda at all times

subsequent to the execution of said bond, had

and now has an equitable lien of said sum of

$23,000.00.

"That said Pacific Indemnity Company was,

and is, a secured creditor of J. F. Collins, and

as said secured creditor so far as the said sum

of $23,000.00 or any part thereof, is concerned,

is in a class by itself.

"That the payment of $1,093.04 to said Pa-

B. J. w. R. cific Indemnity Company by said J. F. Collins

on the said 25th day of September, 1929, was

of

not in the nature A, nor was it, a voidable

preference.
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''That inasmuch as said Pacific Indemnity

Company is a secured creditor which would be

entitled to receive from the herein bankrupt

estate the sum of $23,000.00, had said sum
been held by the County of Alameda for the

account of the bankruptcy estate, to require

said Pacific Indemnity Company to pay over

to said bankrupt estate said sum, later to be

repaid to said Pacific Indemnity Company
would be an idle act which the law does not

require.

"That inasmuch that Pacific Indemnity Com-

pany received a sum in excess of $23,000.00,

to-wit, the additional sum of $459.75 upon

which it had or has no lien, said bankrupt

estate herein is entitled to have said last men-

tioned sum, and no more, paid to it by said

Pacific Indemnity Company.

"It Is Hereby Ordered that said Pacific

Indemnity Company forthwith pay to E. C.

Street, the trustee in bankruptcy herein, the

sum of $459.75.

"Dated: January 8th, 1934.

BURTON J. WYMAN
Referee in Bankruptcy^'

That, thereafter, and within the time provided

by the Bankruptcy Rules of this Court, E. C. Street,

the trustee in bankruptcy [19] herein, feeling ag-

grieved by the aforesaid order, by and through his
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attorney, Clarence A. Linn, Esq., filed herein a

petition for review, which said petition for review

is as follows:

"PETITION OF E. C. STREET, TRUSTEE,
FOR REVIEW OF REFEREE'S ORDER"

"Petitioner is the duly elected, qualified and

acting trustee of the estate of the above named

bankrupt, and as such was a party to the fol-

lowing certain proceedings in said bankruptcy

pending before Burton J. Wyman, Esq., as

the Referee in Bankruptcy in charge thereof,

to wit:

"Petitioner filed with the Referee his peti-

tion alleging : That the Pacific Indemnity Com-

pany had received from the bankrupt and of

the assets of the bankrupt, and subsequent to

bankruptcy, upwards of $23,000.00; that at the

time said Pacific Indemnity Company received

said money, the bankrupt was insolvent, and

that said Pacific Indemnity Company was

aware of said insolvency; that said Pacific In-

demnity Company did not receive said money

from the bankrupt in the ordinary and usual

course of business or transactions conducted]

by said bankrupt.

"Respondent, Pacific Indemnity Company,]

a corporation, filed a special appearance and

objections to the jurisdiction of the Referee,]

wherein it alleged that it received said monej

under and by virtue of an instrument in writ-
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ing dated June 21, 1929, whereby said bank-

rupt did assign said money to respondent for a

valuable consideration, and that said money
was received and held by Pacific Indemnity

Company as an adverse claimant with a bona

fide right to receive and hold the same by rea-

son of said assignment.

''That petitioner filed an answer denying the

material [20] allegations of said special ap-

pearance; that the Referee, after proceedings

had and taken, determined that he had no

jurisdiction; that subsequently the United

States Circuit Court of Appeals for the Ninth

Circuit reversed said holding of the Referee

and directed him to proceed with the hearing.

{Street v. Pacific Indemnity Co., 61 Fed. (2d)

106).

"That thereafter respondent, Pacific Indem-

nity Company, filed its answer to petitioner's

petition, denying all of the material allega-

tions therein.

"That the Referee held a hearing and took

evidence to determine the title to said sums of

money so received by said Pacific Indemnity

Company as herein and in said petition alleged.

That at said hearing it appeared from the

testimony that the money referred to was due

under a contract between the bankrupt and the

County of Alameda executed long prior to

bankruptcy; that at the time of the execution

of said contract the bankrupt assigned the
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money to grow due under said contract to

the Pacific Indemnity Company; that said as-

signment was as security for the performance

of certain covenants set forth in said assign-

ment; that no notice of said assignment was

given to the County of Alameda prior to the

22nd day of October, 1929; that prior to the

22nd day of October, 1929, said money stood

of record on the books of said County of Ala-

meda to the credit of said bankrupt and said

bankrupt had at all times prior to said 22nd

day of October, 1929, full control of any and

all money due under said contract; that on

October 22nd, 1929, the Pacific Indemnity Com-

pany notified the County of Alameda that it

held an assignment of said money, bearing date

October 17, 1929, and thereafter the Board of

Supervisors of the County of Alameda caused

warrants to be drawn on the County [21]

Treasurer of said County of Alameda in favor

of said Pacific Indemnity Company, and said

Pacific Indemnity Company received said

money; that on the 25th day of September,

1929, the Pacific Indemnity Company well

knew that said J. F. Collins was insolvent, and

that on said date, with said knowledge in its

possession, said Pacific Indemnity Company

received from said bankrupt the sum of $1,-

093.04 (a part of the $23,000.00 hereinbefore

referred to) ; that the Pacific Indemnity Com-

pany took over the work to be done under
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said contract on or about the 25th day of Sep-

tember, 1929, and spent on the completion of

said work $7,202.25, and no more. That said

work was done by said Pacific Indemnity Com-

pany in the name of the bankrupt. That the

balance of said money received by said Pacific

Indemnity Company from the County of Ala-

meda, as aforesaid, to wit, the sum of $16,-

257.50, was received on account of work and

labor furnished and materials supplied by said

J. F. CoUins, said bankrupt, in accordance

with the terms of his said contract with the

County of Alameda. That all of said money

herein referred to, save and except said sum

of $1,093.04, was received by said Pacific In-

demnity Company as the assignee of the bank-

rupt under and by virtue of an assignment

from said bankrupt to said respondent bearing

date of October 17, 1929; that bankruptcy oc-

curred on the 8th day of October, 1929.

''Upon said hearing a final order was made

by the said Referee determining that the trus-

tee herein was entitled to the sum of $459.75,

and no more, to which order petitioner duly

excepts.

"Said order is erroneous in this: That said

money, to wit, $16,257.50, was and is the prop-

erty of the bankrupt and of his estate; that

the Pacific Indemnity Company was and is

entitled [22] to be subrogated to the County of

Alameda in and to all of said money due on
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said contract; that the County of Alameda

was entitled to withhold no money from said

bankrupt or his estate save and except so much
thereof as would be required by it to complete

said work; that the cost of completing said

work was shown to be $7,202.25, and therefore

said Pacific Indemnity Company is entitled

to a lien on the sums of money due from said

County of Alameda to said bankrupt in the

sum of $7,202.25, and no more; that in all

events, the whole of said sum, to wit, $23,459.75,

is subject to administration in the bankruptcy

court and to be charged with the expenses

thereof.

"WHEREFORE, petitioner prays that said

order be reviewed and reversed and that peti-

tioner be restored to all things that he has lost

by reason of said errors.

'*E. C. STREET, as Trustee of

the estate of J. P. Collins, Bankrupt

''Petitioner on Review

'^CLARENCE A. LINN i

"Attorney for Petitioner on Review"

That, also, after the making of the aforesaid

order by the referee, and within the time provided

by the Bankruptcy Rules of this court, Pacific In-

demnity Company, also feeling aggrieved by the

aforesaid order, by and through its attorney, Mil-

ton Newmark, Esq., filed herein a petition for re-
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7iew, which said last mentioned petition for re-

v^iew is as follows:

''PETITION OP PACIPIC INDEMNITY,
A CORPORATION FOR REVIEW OF
REFEREE'S ORDER.

''Your Petitioner, PACIFIC INDEMNITY
COMPANY, a corporation, respectfully says:

"That in the course of the proceedings held

in the above entitled matter, on the 8th day

of January, 1934, [23] an order was made and

entered that said Pacific Indemnity Company

forthwith pay to E. C. Street, Trustee in Bank-

ruptcy herein, the sum of $459.75. That such

order was and is erroneous for the following

reasons: That the Court held that the Pacific

Indemnity Company was entitled to subroga-

tion to the extent only of $23,000.00 and that

said Company had an equitable lien to the

extent only of $23,000.00, and that said Com-

pany is a secured creditor to the extent only

of $23,000.00 while, in truth, because of the

fact that said Company was liable upon its two

bonds, each in the sum of $23,000.00, therefore

the Indemnity Company was entitled to be

subrogated and had an equitable lien and was

a secured creditor to the full extent of the ad-

vances and should not be required to pay over

to the Bankruptcy Estate the sum of $459.75,

or any sum. To require said Pacific Indemnity

Company to pay over to said Bankruptcy
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Estate the said sum, later to be repaid to said

Pacific Indemnity Company would be an idle

act which the law does not require.

"WHEREFORE, your Petitioner feeling

aggrieved because of such order, prays that

the same may be reviewed in so far only as

the said order relates to the payment of said

sum of $459.75, as provided in the Bankruptcy

Act of 1898, and amendments thereto and

General Orders XXVII.
"Dated: January 24th, 1934.

"PACIFIC INDEMNITY COMPANY,
"By MILTON NEWMARK
Attorney"

1
QUESTIONS PRESENTED BY PETITIONS

FOR REVIEW. i

Insofar as the petition for review filed on behalf

of the trustee herein is concerned, the question

presented is: [24]

Under the facts and ciecumstances in-

volved HEREIN, SHOULD THE TOTAL OF SUM OF

$23,459.75, or only the sum of $459.75, be sub-

jected TO administration in the bankruptcy

court?

As to the petition for review filed on behalf of

Pacific Indemnity Company, the question presented

is:
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Should the referee have found that said

company was also a secured creditor with

an equitable lien upon the said sum of $459.-

75 and hence not subject to the order re-

quiring said company to pay said amount

into the bankrupt estate?

STIPULATION AS TO FACTS

That the following stipulation as to facts, exe-

cuted by counsel on behalf of the respective parties,

was filed with the referee:

''IT IS HEEEBY STIPULATED that the

facts hereinbelow set forth are admitted to be

established by competent evidence.

''(1) The following items of expenditures

set forth in respondent's Exhibit No. 8 as of

March 15, 1933, page one thereof, were ex-

pended by the Pacific Indemnity Company, re-

spondent herein, for work, labor, materials

and supplies which were consumed in the per-

formance of the work described in the contract,

now in evidence, between the County of Ala-

meda and J. F. Collins, and the said items of

expenditures were incurred by said J. F. Col-

lins and the work, labor, materials and supplies

represented by said items were consumed or

performed prior to the 25th day of September,

1929, with the following exception: The mate-

rials supplied by California Corrugated Culvert

Company, $7646.45, were delivered to the job

to and sold to CoUins but 15% thereof had not
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been set in place or incorporated into the high-

way or consumed in the performance of said

contract until after the 25th day of September,

1929. [25]

*^Voucher 871 N. E. Anderson, Trustee :$1,060.60

972 Auto Sales & Service

Company of California 567.81

1046 Sunset Tea & Coffee Co. 7.50

1047 Dodge Sweeney Company 225.00

1049 Scheer & Company 475.58

1055 Clarence A. Linn, attor-

ney 13.75

1050 Mueller Brothers 375.20

1060 Acme Boiler Works 152.90

1061 California Cor:rugated

Culvert Co. 7,646.45

1062 J. W. Merritt 270.11

1063 Hartley Hardware Co.,

Inc. 1,319.18

1064 Standard Oil Company
1

of Calif. 1,927.45

1065 Jno. A. Eoebling's Sons

Co. of Calif. 99.48

1084 East Bay Creamery Com-

pany 140.46

1086 Roberts Coal Company 51.95

1094 Pacific Gas & Electric

Company 46.95

Total $14,380.37
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"(2) The following items of expenditures

set forth in respondent's Exhibit No. 8 as of

March 15, 1933, were expended by the said

Pacific Indemnity Company for work, labor,

materials and supplies which were consumed

in the performance of the work described in

the said contract referred to and were incurred

by Pacific Indemnity Company, and the work,

labor, materials and supplies represented by

said items were delivered or performed sub-

sequest to the 25th day of September, 1929:

''Voucher 870 Northwest Engineering

Co. $1,400.00

1059 J. W. Merritt 50.25
'' 1061 California Corrugated

Culvert Co. 354.24

1062 J. W. Merritt 34.00

'' 1063 Hartley Hardware Com-

pany, Inc. 281.97
'' 1064 Standard Oil Company

of Calif. 492.63

1065 Jno. A. Roebling's Sons

Co. of Cal. 40.15

'' 1076 Auto Car Sales and Serv-

ice 19.30

" 1077 Contractors Machinery

Exchange 140.00

1079 Robert A. Conyes 120.00

1080 East Bay Municipal Util-

ity District 10.37

1081 Maddox Company 178.50

'' 1083 Melrose Lumber Company 22.31
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1084 East Bay Creamery Com-

pany 22.20

1086 Roberts Coal Company 18.35

1091 Northwest Engineering

Co. 120.98

1092 Robinson Tractor Com-

pany 68.60

1094 Pacific Gas & Electric

Company 26.00

Total $3,399.85

[26]

^'(3) As to the item

^'W. J. Hall,

Pacific National $439.88"

set forth in said Exhibit No. 8, page one there-

of, and explained in detail on page 3 thereof,

it is stipulated that said items were expended

by said Pacific Indemnity Company for work,

labor, materials and supplies which were con-

smned in the performance of the work de-

scribed in the said contract, now in evidence,

between the County of Alameda and J. F. Col-

lins, and that of said sum of $439.88 the sum

of $170.75 was incurred by J. F. Collins for

work, labor, materials and supplies delivered

or performed prior to the 25th day of Septem-

ber, 1929, and that the balance of $269.13 was

incurred by said Pacific Indemnity Company

and the work, labor, materials and supplies

represented thereby were delivered or per-
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formed subsequent to the 25tli day of Septem-

ber, 1929.

*'(4) It is further stipulated that the items

of expenditure represented by the item

^W. J. Hall

American Trust Co. $3,836.50'

set forth in respondent's Exhibit No. 8, as of

March 15, 1933, on page one thereof, and ex-

plained in detail on pages 4 and 5 thereof, were

expended by the respondent. Pacific Indemnity

Company, for work, labor and materials which

were consiuned in the performance of the work

described in the contract, now in evidence, be-

tween the County of Alameda and J. F. Col-

lins.

*'It is further stipulated that of the said

total sum of $3,836.50 the sum of $475.50 was

incurred by J. F. Collins and the work, labor,

materials and supplies represented thereby

were delivered or performed prior to the 25th

day of September, 1929, and that the balance,

to wit, $3,360.50 was incurred by [27] respond-

ent, Pacific Indemnity Company, and the work,

labor materials and supplies represented there-

by were delivered or performed subsequent to

the 25th day of September, 1929.

''(5) It is stipulated that N. E. Anderson

is, and at all times pertinent to this proceeding

he was, an attorney at law, employed by the

respondent, Pacific Indemnity Company, and
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attached to its Claims Department, and at all

of the times pertinent to this proceeding he was

a resident of the County of Los Angeles.

"It is further stipulated that the following

items on page one of respondent's Exhibit No.

8, as of March 15, 1933, to wit:

'Items of Expense Paid

N. E. Anderson 11-19-29 $ 69.28

N. E. Anderson 10- 7-29 105.94'

Total $175.22

were incurred and paid by the respondent. Pa-

cific Indemnity Company, for the necessary

expenses of said N. E. Anderson incurred in

traveling between the County of Los Angeles

and the San Francisco Bay region in looking

after the interests and obligations of said re-

spondent arising out of the said contract, now

in evidence, between the County of Alameda

and J. F. Collins, and the bonds executed by

said respondent, and now in evidence, and for

the necessary living expenses of said N. E.

Anderson while he was in the San Francisco

Bay region and so engaged.

" (6) It is stipulated that W. J. Hall, at all

of the times pertinent to this proceeding, was

a construction foreman employed by the re-

spondent. Pacific Indemnity Company, at a

monthly salary and attached to its Claims De-

partment.
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'*It is further stipulated that said W. J.

Hall, at all of the times pertinent to this pro-

ceeding, was a resident of the County of Los
Angeles.

**It is further stipulated that the following

items on page one of respondent's Exhibit No.

8, as of March 15, 1933, to wit: [28]

"Items of Expense Paid

W. J. HaU 12-23-29 $728.10

W. J. Hall 9-25-29 138.39"

Total $866.49

were incurred and paid by the respondent, Pa-
cific Indemnity Company, for the expenses of

said W. J. Hall incurred in traveling between

the County of Los Angeles and the San Fran-

cisco Bay region in looking after the interests

of said respondent arising out of the said con-

tract, acting as foreman for the performance

and completion of the work between the County

of Alameda and J. F. Collins, and the bonds

executed by said respondent and now in evi-

dence; and for the living expenses of said W.
J. Hall while he was in San Francisco Bay re-

gion and so employed. Said W. J. Hall was
brought up to the San Francisco Bay region

solely for the purpose of the completion of

the work under this contract, and, from Sep-

tember 25, 1929, to November 12, 1929, he de-

voted his entire time to the performance of this
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contract, acting in the capacity of foreman in

charge of the job for the Pacific Indemnity

Company and performed the work usually per-

formed by a foreman in charge of road build-

ing. The reasonable value of the services per-

formed by Hall is $300.00 per month. That the

living expenses hereinbefore referred to were

incurred at a hotel in Oakland, California, sev-

eral miles distant from the job in question;

that the respondent. Pacific Indemnity Com-

pany, maintained a fully equipped camp and

boarding house on the job for the convenience

of its employees; that the cost of the main-

tenance of said camp has been charged against

the proceeds of said job on pages 3 and 4 of

Respondent's Exhibit No. 8, as of March 15,

1933.

''(7) The following item on page one of

Respondent's Exhibit No. 8, to wit:

"Voucher No. 1078 Pacific Indemnity Co.

$216.98" [29] represents a payment to the

Pacific Indemnity Company as rental for the

use of a Pontiac automobile owned by the Pa-

cific Indemnity Company and used on the job

in question at the rate of three cents per mile.

"(8) (a) It is stipulated that the items

of expenditure represented by the items

:

"Voucher 874 Continental Ins. Co. $39.00

1113 Maryland Casualty Co. 71.94

1123 Maryland Casualty Co. 104.74
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1124 Swett & Crawford 25.08

1320 Rule & Sons, Inc. 4.21"

Total $244.97

set forth on page one of respondent's Exhibit

No. 8, were expended by the Pacific Indemnity

Company for the following purposes, to wit

:

''(b) The item of $39.00 was paid to the

Continental Insurance Co. as an insurance

premium on insurance covering a shovel leased

by the Northwest Engineering Co. to the Pa-

cific Indemnity Company for the performance

of the contract in question, and said insurance

was required to be carried by the terms of the

rental.

"(c) The items of $4.21, $25.08 and $71.94

were expended as premiums on public liability

and property damage insurance contracts cov-

ering certain trucks used by the Pacific In-

demnity Company in the performance of the

work in question.

"(d) The item of $104.74 was expended as

a premium on an insurance policy providing

for the payment of workmen's compensation,

and covering the men employed by the Pacific

Indemnity Company on the job in question.

"(9) It is stipulated that the items of ex-

penditure represented by the items:
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'^Voucher 1139 Pacific Tel. & Tel. Co. $38.46

1190 Pacific Tel. & Tel. Co. 18.78 '^

Total $57.24

[30] set forth on page one of respondent's Ex-

hibit No. 8, were expended by the Pacific In-

demnity Company for telephone tolls incurred

in and about the performance of the work de-

scribed in the contract, now in evidence, be-

tween the County of Alameda and J. F. Col-

lins, and of said total sum of $57.24 the sum
of $28.62 was incurred by J. F. Collins prior

to the 25th day of September, 1929, and that

the balance, to wit, $28.62, was incurred by

respondent. Pacific Indemnity Company, sub-

sequent to the 25th day of September, 1929,

and prior to the 12th day of November, 1929.

"(10) It is stipulated that the item of ex-

penditure represented by the item:

"Voucher No. 1078 Cornell Tractor

Co. $325.00"

set forth on page one of respondent's exhibit

No. 8, as of March 15, 1933, was expended for

the following purposes, to wit:

"For the purchase of a Bulldozer, which had

been originally purchased by J. F. Collins on

a conditional sales contract from the Cornell

Tractor Company (and then subsequently re-

possessed by the said Cornell Tractor Company
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from the said J. F. Collins) ; that said Bulldozer

was necessary to be used in the completion of

said work, and the said Pacific Indemnity

Company purchased the same from the Cornell

Tractor Company, paid the sum of $325.00

therefor, and used the same in the completion

of said job subsequent to the 25th day of Sep-

tember, 1929, and prior to the 12th day of No-

vember, 1929 ; that upon the completion of said

job the Pacific Indemnity Company turned

said Bulldozer over to J. F. Collins. The rea-

sonable rental value of such equipment for the

period from the 25th day of September, 1929

to the 12th day of November, 1929, would be

a sum in excess of $325.00. [31]

" (11) When and as respondent. Pacific In-

demnity Company, paid the items set forth in

paragraph (1) above, being the items of ex-

penditure incurred by Collins prior to the 25th

day of September, 1929, said Pacific Indenmity

Company received from each of said creditors

so listed an assignment of the amount of their

respective claims, duly executed and delivered

by said respective claimants and in form as

follows

:

" 'KNOW ALL MEN BY THESE PRES-

ENTS:

That (name of claimant) in consideration of

the payment to him of the sum of (amount of

the claim) by the PACIFIC INDEMNITY
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COMPANY, a corporation, organized and ex-

isting under and by virtue of the laws of the

State of California, hereinafter called the Sur-

ety, at or before the ensealing of these presents,

the receipt whereof is hereby acknowledged,

has sold, assigned, transferred and set over and

does hereby sell, assign, transfer and set over

to the Surety, its successors and assigns, any

and all causes of action, debts, dues, accounts,

claims or demands of whatsoever name or na-

ture against J. F.; Collins growing out of the

material furnished on the J. F. Collins Hay-

ward Redwood Canyon Road job and which

he ever had, now has or may have, hereby

certifying that none of the said causes of action,

debts, dues, accounts, claims or demands what-

soever have been paid or satisfied or heretofore

assigned, either in whole or in part, and that

to the knowledge of said (name of claimant)

there is no counter claim or set-off to the ac-

counts assigned hereby, and said (name of

claimant) does hereby constitute and appoint

said PACIFIC INDEMNITY COMPANY,
its successors and assigns, his true and lawful

attorney, irrevocable, with power of substi-

tution and revocation, for its use and at its

proper costs and charges, to ask, demand and

receive, to sue for and to take all lawful ways

for the recovery of the monies due or to be-

come due on the accounts so assigned and on

payment thereof to discharge the same; upon

the same consideration the said (name of claim-
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ant) has released, exonerated and forever dis-

charged the said Surety from any and all lia-

bility for, upon or by reason of a certain bond

or undertaking in writing effective as of the

11th day of June, 1929, in the penalty of

$23,000, and wherein J. F. Collins is the prin-

cipal, PACIFIC INDEMNITY COMPANY,
is Surety, in favor of County of Alameda con-

ditioned for the payment of labor and/or ma-

terial on Collins Eedwood Canyon Road job.'

"This stipulation is in addition to and not

in lieu of any other evidence presented by either

party. [32]

"Dated: April 11, 1933.

"CLARENCE A. LINN
"Attorney for Plaintiff.

"MILTON NEWMARK
"Attorney for Respondent."

That in addition to the foregoing stipulation,

there were other stipulations entered into by coun-

sel on behalf of the respective parties, among which

were the following:

"That on September 25, 1929, it became known

to Pacific Indemnity Company that Collins was

in financial difficulties and was not going to

finish the contract; that on said 25th day of

September, 1929, Pacific Indemnity Company

began the work on the job, and from then on

said company furnished the material and labor

thereon; that from said 25th day of September,
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1929, Pacific Indemnity Company paid the bill

for such labor and material.

"That in connection with Respondent's Ex-

hibit No. 8, the money spent was so spent by Pa-

cific Indemnity Company, either in the furnish-

ing of Material and/or labor for the completion

of the job, or in paying the bills incurred by

Collins for the job during the time that he was

operating. '

'

DISCUSSION BY AND OPINION OF
REFEIvEE.

Seemingly, because of the verbose documents in-

volved, the facts herein are somewhat complicated.

In reality, however, they are reasonably simple, so

much so that the story, out of which this contro-

versy arises, is briefly told.

Collins was a contractor. Pacific Indemnity Com-

pany was, and is, engaged in the surety business. On
June 11th, 1929, Collins obligated himself in writing

to do certain road work for the County of Alameda.

[33] The consideration therefor, when the work was

completed, was to be $23,000.00. As surety for Col-

lins, Pacific Indemnity Company, as of the June

11th, 1929, obligated itself in writing to see that

said road work was done and the labor and material

therefor paid for, either by Collins, or itself, in ac-

cordance with the terms of the contract between

Collins and the County of Alameda. In the appli-

cations for the bonds for the faithful performance

of said work and the payment of the said labor and
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material, and as a part of the contracts entered into

between Collins and said surety company, Collins,

as of June 11th, 1929, subrogated said surety to all

rights, privileges, and properties of Collins, and

thereby assigned to said surety all deferred pay-

ments and retained percentages arising out of his

contract with the County of Alameda, and also to

all moneys and property that might be due and

payable upon the happening of certain contingen-

cies, among which were the failure on the part of

Collins to complete the work or to pay for the

labor and material under the said contract, or the

abandonment of said work by Collins.

On September 25th, 1929, Pacific Indemnity

Company, having been advised that Collins had

abandoned the contract, took over, and eventually

completed the work. On the said last mentioned

date, the 25th day of September, 1929, Collins paid

to said company the sum of $1,093.04.

Later, and on October 8th, 1929, a petition in in-

voluntary bankruptcy was filed against Collins.

The order of adjudication against Collins was not

made by the court until November 26th, 1930. In

the meantime, unrestrained from any source, Pa-

cific Indemnity Company was permitted to proceed

with the work, which it completed on November

12th, 1929.

Besides the $1,093.04 paid to it by Collins, there

also was [34] paid to Pacific Indemnity Company

by the County of Alameda, the sum of $6,327.77 on

October 22, 1929, and the further sum of $16,-
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438.58 on December 24, 1929, making the total

amount received by the company, $23,459.75.

As the result of completing the work and meet-

ing its obligations to the County of Alameda under

the two bonds, and the contract between Collins

and said County, Pacific Indemnity, between the

said 25th day of September, 1929, the date upon

which it took over the work, and the said 12th day

of November, 1929, the date of the completion of

said work, expended the sum of $23,942.91, or

$483.16 more than it had received in the aggregate

from all sources.

Concisely stated, it is the trustee 's position herein

that since no valid assignment was made by Col-

lins to Pacific Indemnity Company until October

17th, 1929, and since the petition in bankruptcy

was filed herein on October 8th, 1929, the entire

sum of $23,459.75 should be administered upon in

the bankruptcy court. Such a position brushes

aside the assignment as of June 11th, 1929. In

justification of this contention, the trustee, through

his counsel, in a brief submitted to the referee, and

handed up herewith, relies for authority on Street

v. Pacific Indemnity Co., 61 F. (2d) 706. However,

an examination of that case conclusively discloses

that it is authority for but one thing, and that is,

that, under the record as presented to the court, the

trustee was entitled to proceed against the respond-

ent in a summary proceeding. The opinion itself

clearly shows that the decision did not turn on

whether or not the assignment of June 11th, 1929,
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was valid or otherwise. The court therein merely

held that there being no showing that work was

completed by the respondent, the court was bound

to look only at the facts as they were shown upon

the date which the petition in bankruptcy was filed.

As was said by [35] Sawtelle, Circuit Judge, at

page 110:

'^Had it appeared from the record that the

bankrupt had abandoned the contract and that

the work was completed by appellee after the

filing of the petition in bankruptcy, thus de-

priving the bankrupt of any further partici-

pation in funds to become due on the contract,

a different situation would have been presented.

In the absence of such a showing the sole ques-

tion presented on the admitted facts is as to the

situation at the time the petition was filed.""

But, according to the trustee in his petition for

review, no notice of assignment was given to the

County of Alameda prior to the 22nd day of October,

1929. Consequently does it, as a matter of law, fol-

low that no assignment was valid until such notice ?

That such a contention can not be sustained is

clearly shown In re Hawley Down-Draft Furnace

Co. (C. C. A., 3rd Cir.) 238 F. 122. In that case

the National Trust & Credit Company contracted

with Hawley Down-Draft Furnace Company to

purchase, on terms stipulated, certain accounts re-

ceivable, the latter being designated the agent to

° Underlining referee's.
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collect said accounts for the former. At the time

the Hawley Down-Draft Furnace Company was

adjudged a bankrupt it had in its possession certain

moneys thus collected. The trustee of the bankrupt

concern attempted to hold the money. The referee

in charge of said bankruptcy proceeding held that

the trustee was not entitled thereto as against the

credit company. The District Court reversed the

referee, pointing out that no notice of the sale of

said accounts had been given to the persons owing

the money. Writing the opinion for the Court, Buf-

fington. Circuit Judge, at page 125, said:

''.
. . this fund was the property of the

Credit Company, unless absence of notice to

the several debtors invalidated the sale of the

accounts. What the effect of the absence of

notice might be, were the rights of debtors

owing such accounts here involved, does not

concern us in this case, and need not be dis-

cussed, but certain it is that such lack of notice

does not invalidate the transfer of these ac-

counts as between the Credit and [36] the

Down-Draft Companies. That point was cov-

ered in Greey v. Dorkendorf° , 231 U. S. 514, 34

Sup. Ct. 167, 58 L. Ed. 339, where it was said:

*' 'It is objected that this lien was secret.

But notice to the debtors was not necessary

to the validity of the assignment as against

creditors. Williams v. Ingersoll, 89 N. Y. 508,-

522. And merely whether known or unknown

° Opinion by Mr. Justice Holmes.
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created no estoppel. Wiser v. Lawler, 189 U.

S. 260, 270 (23 Sup. Ct. 624, 47 L. Ed. 802) ;

Ackerman v. True, 175 N. Y. 363 (67 N. E.

629). There was no active concealment and

no attempt to mislead anyone interested to

know the truth.'
"

Unquestionably, under the law, the assignment

as of June 11th, 1929, was and is valid, and upon
the abandonment of the contract by Collins, and

the completion of the work by Pacific Indemnity

Company, the latter was entitled to all moneys due

Collins from the County of Alameda to the ex-

tent of $23,000.00, less any moneys received directly

from Collins, despite the intervening of bankruptcy

and the lack of notice to the County of Alameda

until a date subsequent to the commencement of said

bankruptcy proceedings. In other words when Col-

lins abandoned the contract and when Pacific In-

demnity Company completed the work, the bal-

ance which would have been due to Collins from

the County of Alameda had there been no assign-

ment as of June 11th, 1929, became, and was due

to Pacific Indemnity Company by virtue of said

last mentioned assignment, under the terms of

which said company had been '^subrogated to all

rights, privileges and properties of the principal

(Collins) in said contract." Here, then, in the in-

stant proceeding, is one as to which the law of

subrogation applies, and, inasmuch as "The law

of the state wherein . . . the contract is made

and is to be performed must govern in bankruptcy
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courts," In re East End Mantel & Tile Co., 202

F. 275, 277, it is necessary that the statutes and

decisions of California be looked to in connection

with this branch of the law. [37]

Speaking for the Supreme Court of California

in Guy V. Be Uprey, 16 Cal. 195, 198, Fields, Chief

Justice, said:

*' There are, says Bouvier, three kinds of

subrogation. The first, is where the owner of

a thing voluntarily assigns it. The second, is

where a man pays a debt which cannot properly

be called his own, but which he might be com-

pelled to pay for another. The third, is where

the debtor borrows money expressly to pay off

his debts, and with the intention of substi-

tuting the lender in the place of the original

creditor."

Section 2847 of the Civil Code of the State of

California provides:

"If a surety satisfies the principal obligation,

or any part thereof, whether with or without

legal proceedings, the principal is bound to

reimburse what he has disbursed, including

necessary costs and expenses; but the surety

has no claim for reimbursement against other

persons, though they may have been benefited

by his act, except as prescribed by the next

section."
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The next section—section 2848 of said Civil Code
—^reads as follows:

*^A surety upon satisfying the obligation of

the principal is entitled to enforce every rem-

edy WHICH THE CREDITOR THEN HAS AGAINST THE

PRINCIPAL TO THE EXTENT OF REIMBURSING WHAT
HE HAS EXPENDED, and also to require all his

co-sureties to contribute thereto, without regard

to the order of time in which they became

such. '

'

As was said by Kerrigan, J., in Allen v. Freear,

50 Cal. App. 645, 647:

''When a surety has paid the debt of his

principal he has the right to be subrogated to

the remedies and rights which the creditor had

with whom he has settled. (Civ. Code, sec. 2848,

37 Cyc. 415, 416.)"

See, also, the opinion of the same learned judge,

Speaking for the United States District Court for

the Northern District of California, in T. H. Mastin

& Co. V. Pickering Lumber Co., 2 F. Supp. 605. He
said, "It is the rule in California that a surety who

pays [38] the debt of his principal is subrogated

to all the rights and priorities of the creditor. 23

Cal. Juris. 991 ; Pond v. DaugJierty 6 Cal. App. 686,

92 P. 1035 ; Orem v. WrigMson 51 Md. 34, 34 Am.

Rep. 286."



54 E. C. Street, Trustee, etc. vs.

Thus, in a more detailed way, does the Supreme
Court of the State of California in the Estate of

ElizaUe, 182 Cal. 427, 433, explain the law of sub-

rogation :

''By the common law a surety, upon satisfy-

ing his principal's obligation, is entitled to be

subrogated not only to the rights and remedies

of the creditor against the principal connected

with the debt, but is also entitled to be subro-

gated to the similar rights and remedies against

the creditor. In Sheldon on Subrogation, at

section 1, it is said: 'Subrogation is a doctrine

of equity jurisprudence, although its princi-

ples are often applied in the courts of common
law; especially in those states in which equit-

able remedies are administered through the

forms of law. It is a substitution ordinarily

of another person in the place of a creditor.

. . . More broadly, it is the substitution of

one person in the place of another, whether

as creditor or as the possessor of any rightful

claim. ... In this country its principles

have been more widely developed and its doc-

trine more generally applied than in England,

It is administered (here) as to secure real and

essential justice without regard to form. . .'
"

Speaking for the United States Circuit Court of

Appeals, Eighth Circuit, Smith, Circuit Judge, in

Cox V. New England Equitahle Ins, Co., 247 F. 995,

957, says this of the rule of subrogation:
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'*So far as the questions of subrogation are

concerned the doctrine on the subject 'is not

founded on contract, but has its origin in a

sense of natural justice.' Orem v. Wrightson,

51 Md. 34, 34 Am. Rep. 286, American National

Bank v. Fidelity & Deposit Co., 129 Ga. 126,

58 S. E. 867, 12 Ann. Gas. 666.''

The rule of subrogation, as applied to a case such

as the instant one, is laid down in Prairie State

Bank v. United States, 164 U. S. 227. The language

of Mr. Justice White, at page 233, is as follows:

[39]

"That a stipulation in a building contract

for the retention, until the completion of the

work, of a certain portion of the considera-

tion is as much for the indemnity of him who

may be guarantor of the performance of the

work as for him for whom the work is to be

performed; that it raises an equity in the

surety in the fund to be created and that a

disregard of such by the voluntary act of the

creditor operates to release the sureties, is

amply sustained by authority. '

'

Along the same line of reasoning is the language

used by Ross, Circuit Judge, speaking for the

United States Gircuit Gourt of Appeals for the

Ninth Gircuit, in Eenningsen v. U. S. Fidelity d;

Chiaranty Co., 143 P. 810, 814:
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"Where, as in the Prairie State Bank and

the Rundle cases, supra, the surety is com-

pelled to make good the default of his prin-

cipal as respects the government, the surety

is, as was distinctly held in those cases, entitled

to be subrogated to the rights of the govern-

ment. Upon precisely the same principle the

surety is entitled to be subrogated to the rights

of the laborers and materialmen, where, as in

the present case, it is compelled by reason of

the obligations of the bond to pay them for labor

and material because of the default of its prin-

cipal. That right of subrogation relates back,

as was held by the Supreme Court in Prairie

State Bank v. United States, supra, to the time

the contract of suretyship was entered into.

See also. First National Bank of Seattle v. City

Trust Safe Deposit Surety Co., et al., 114 Fed.

529, 52 C. C. A. 313; Richards Brick Co. v.

Eothwell, 18 App. D. C. 516."

In affirming the Henningsen v. U. S. Fidelity &

Guaranty Co, supra according to the opinion as ren-

dered by the Supreme Court of the United States,

^08 U. S. 404, 410, Mr. Justice Brewer said:

"The Guaranty Company was surety on that

contract. Its stipulation was not merely that

the contractor should construct the buildings,

but that he should pay promptly and in full

all persons supplying labor and material in

the prosecution of the work contracted for.
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He did not make this payment, and the Guar-

anty Company, as surety, was compelled to

and did make the payment. Is its equity su-

perior to that of one who simply loaned money
to the contractor to be by him used as he saw
fit, either in the performance of his building

contract or in any other way? We think it is.

It paid the laborers and materialmen and thus

released the contractor from his obligations to

them, and to the same extent released the Gov-

ernment from all equitable obligations to see

that the laborers and supply men were paid.

It did this not as a volunteer but by reason

of contract obligations entered into before the

commencement of the work." [40]

And, In re Scofield, 32 Am. B. R. 817, 215 F. 45,

50, said Rogers, Circuit Judge, writing the opinion

for the United Circuit Court of Appeals, Second

Circuit

:

*'The Supreme Court in Pradrie State Bank
V. United States, 164 U. S. 227, 17 Sup. Ct. 142,

41 L. Ed. 412 (1896), held that a stipulation in

a building contract for the retention until the

completiton of the work of a certain portion of

the consideration is as much for the indemnity

of him who may be guarantor of the perform-

ance of the work as for him for whom the work

is to be performed, and that it raised an equity

in the fund to be created. In accordance with

this doctrine the equity of the Fidelity Com-
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pany in this reserved fund cannot be success-

fully questioned. And the fact is quite imma-
terial that the contract which the Scofield Com-
pany made with the government provided

simply for the retention of the fund until the

completion of the work. A similar provision

existed in the contract in the Prairie State Bank
case, but that fact did not prevent the Supreme

Court from regarding the reserved fund as with-

held for the purpose of the surety as well as for

the protection of the government. The doc-

trine of the case was reasserted by the Supreme

Court in Henningsen v. United States Fidelity

d Guaranty Company, 208 U. S. 404. These

cases show that the equity of the surety who
pays the debts arising under the contract will

take precedence of any assignment of funds

due from the government made by the con-

tractor. A fortiori the equity of the surety

must take precedence of general creditors.""

Clearly, then, since, as was held in Prairie State

Bank v. United States, supra, and Henningsen v. U.

S. Fidelity & Guaranty Co., supra, the "right of

subrogation relates back to the time the contract of

suretyship was entered into, (in the instant case

June 11th, 1929), Pacific Indemnity Company was

and is entitled to receive from the County of Ala-

meda all moneys which otherwise would have come

to Collins had there been no bankruptcy proceed-

ings and of course had Collins completed the work

° Underlining referee's.
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in accordance with the contract, provided, however,

that such moneys as it would be entitled to, in the

aggregate, did not exceed $23,000.00. And this is

so, in the opinion of the referee, notwithstanding

the contention of the trustee in bankruptcy herein

to the contrary, based, as said trustee maintains,

upon the authority of 3 Deering's General Laws of

1931, Act 6423, Adamson v. Paonessa, 180 [41]

Cal. 157, 167, and American Surety Co. v. City of

Santa Barbara, 56 F. (2d) 769, 771, 772.

However, in making his decision and the order

complained of herein, so far as the trustee in bank-

ruptcy is concerned, the referee did not rely solely

upon the law of subrogation as such for a basis

of said order. It was, and still is, the opinion of

the referee that under the facts and circumstances

of the instant case, Pacific Indemnity Company,

to the extent of $23,000.00 was also entitled to look

for protection to the doctrine of equitable liens.

Thus does Severens, District Judge, speaking for

the United States Circuit Court of Appeals for the

Sixth Circuit in Society of Shakers v. Watson, 68

F. 730, 739, deal with equitable liens

:

" 'Rights in equity equivalent to liens may

arise under various circumstances. Thus, real

or personal estate may be charged by an agree-

ment, express or implied, creating a trust which

equity will enforce.' Snell Eq. (2d Ed.) 274.

'In courts of equity the term "lien" is used as

synonymous with a charge of incumbrance

upon a thing, where there is neither jus in re,
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nor ad rem, nor possession of the thing. The

term is applied as well to charges arising by

express engagement of the owner of the prop-

erty, as to a duty or intention implied on his

part to make the property answerable for the

specific debt or engagement. Mr. Justice Erie

once remarked (Brunsdon v. Allard. 2 El. & El.

27.) that the words 'equitable lien' are in-

tensity undefined. ' It is necessarily the case

that something of vagueness and uncertainty

should attend a doctrine that is of such wide

and varied application as is this of equitable

lien; and yet the principles are as well defined

as other equitable principles, and their appli-

cation to certain well-established classes of liens

is well-settled. To apply them to that unde-

fined class of liens which arises from the con-

tracts of parties may be more difficult because

these liens are as various as are the contracts,

and precedents which exactly apply may not

be found.

In re National Cash Register Co. (C. C. A., 6th

Cir.) 174 F. 579, 581, 582, a bankruptcy case, it is

said that the term "lien" is used in equity in a

broader sense than at law, and denotes [42] any

right of a special nature over a thing, which con-

stitutes a charge or incumbrance upon it, and may
be enforced by proceeding against it, and to the

existence of such lien possession is not essential. An
equitable lien is distinct from the general title and

may exist separate from it, or both may be vested

in the same person.
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It is provided in section la of the Bankruptcy

Act:

'
' The words and phrases used in this act and

proceedings pursuant hereto shall, unless the

same be inconsistent with the context, be con-

strued as follows: (23) 'secured creditor' shall

include a creditor who has security for his debt

upon property of the bankrupt of a nature

assignable under this act or who owns such

a debt for which some indorser surety or other

person secondarily liable for the bankrupt has

such security upon the bankrupt's assets ..."

As the referee viewed the situation involved here-

in, Pacific Indemnity Company by reason of the

doctrine of subrogation as hereinbefore shown, and

as a result of the equitable lien which it held, was

also a secured creditor as defined in section la of the

Bankruptcy Act. This being so, did the filing of the

petition in bankruptcy herein have any effect on

the rights of Pacific Indemnity Company, so far

as the money remaining unpaid to Collins by the

County of Alameda was concerned"? In the opinion

of the referee, the answer to this question must be

in the negative so far as the moneys received by

said company did not exceed the sum of $23,000.00

in aggregate from all sources out of the contract

between Collins and the County of Alameda.

Said Mr. Justice Brewer, speaking for the Su-

preme Court of the United States in Hurley v.

AtcJienson, Topeka S Sante Fe By. 213 U. 126,

134, 135, 29 S. Ct. 466, 53 L. Ed. 729:
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''The equitable rights of the parties were

not changed by the commencement of bank-

ruptcy proceedings. All obligations of a legal

and equitable nature remained undisturbed

thereby." [43]

Or, as was said in Wilson v. Duncan, 61 F. (2d)

515, 516, Hutcheson, Circuit Judge speaking for the

United States Circuit Court of Appeals for the

Fifth Circuit:

"Of course an involuntary assignee, like

a trustee in bankruptcy, occupies no better

position than a voluntary assignee, for all

obligations of a legal and equitable nature, ex-

cept those expressly affected by the terms of

the act remain undisturbed by bankruptcy."

This brings this discussion to the point where

it must be determined whether or not the trustee

in bankruptcy herein has a right to administer upon

the moneys in question through the bankruptcy

court and, if so, upon what amount should said

trustee be permitted to so administer. In re Hosmer,

233 F. 318, 319, it was said:

"The trustee does not administer property

fully covered by liens, or the proceeds of such

property, as assets of the bankrupt estate."

The trustee's position herein is clearly marked

out by the language used In re Gamble, 14 F (2d)

847. In that case it was said

:
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''The rights and remedies of the trustee in

bankruptcy are determined by the conditions

at the time the petition is filed. While it is

provided under section 47a that, as to all prop-

erty coming into the bankruptcy the trustee

'shall be deemed vested with all the rights,

remedies and powers of a creditor holding a

lien by legal or equitable proceedings thereon'

this does not entitle him to claim any higher

rights than those which existed against the

bankrupt when the petition was filed. All the

equities against the bankrupt and all liens and

rights which existed against him at that time

can be asserted against his trustee. Keehle v.

Deere Plow Co. 190 F. 1910. Ill C. C. A. 668;

In re Broivn Wogon Co. (D.C.) 224 F. 266;

Bailey, Trustee, v. Baker Ice Co., 239 U. S.

268, 36 S. Ct. 50, 60 L. Ed. 275."

Likewise, In re Mason-Curley-Brady, Inc. 28 F
^2d) 981, 984, where it was said:

"It is, of course, the duty of the bankruptcy

court to see that there is surrendered to the

trustee every interest of whatsoever kind, to

which the bankrupt [44] himself is entitled, to

the end that general creditors are protected

to the greatest possible extent ; but, in doing so,

the court is not permitted to override the clear

equities of other parties, and to remove them
from a preferred position, which is not other-

wise subject to attack under any provisions of
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the Bankruptcy Act, and to relegate them to

an inferior position merely because it would be

advantageous to the estate as a whole to do so."

Briefly stated, as it was by Knowlton, C. J. in

Bennett v. Aetna Ins. Co., 201 Mass. 554, 556:

''The trustee can recover only such property

as the bankrupt could have controlled and col-

lected personally at the time when his rights

passed to his successor."

Surely it needs no extended argument in the

instant case to demonstrate that the bankrupt by

virtue of the subrogation, the equitable lien and

the security all in Pacific Indemnity Company on

the date upon which the petition in bankruptcy

was filed herein, October 8th, 1929 (which was the

date when the bankrupt's rights passed to his suc-

cessor, the trustee herein,) could not have con-

trolled and collected personally one cent of the

balance of the $23,000.00 stiU unpaid by the County

of Alameda on said last mentioned date. But, so

the record shows, the fact remains that Pacific In-

demnity Company did receive in the aggregate

$459.75 more than said sum of $23,000.00. It was

this surplus, the sum of $459.75 that the referee

ordered Pacific Indemnity Company to pay into

the bankrupt estate, upon the theory that, as to

this last mentioned sum, Pacific Indemnity Com-

pany neither had any lien thereon, nor was it en-
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titled thereto, even as a general creditor of said

bankrupt.

In the judgment of the referee there are three

questions yet to be answered in connection with

the order in controversy. The first is, Was the pay-

ment by Collins to Pacific Indemnity Company of

the sum of $1,093.40 on September 25th, 1929 in

the nature of a voidable preference? The second is.

Did the mere filing of the petition [45]'- in bank-

ruptcy so tie things up that Pacific Indemnity Com-

pany was without right to collect from the County

of Alameda in the aggregate from all sources not

to exceed the sum of |23,000.00? And the third is,

(and this has to do with the point raised by the

petition for review on the part of Pacific Indemnity

Company that the referee erred in requiring said

company to pay into the bankrupt estate the sum
of 1459.75), Did Pacific Indemnity Company have

a right to claim said stim of |459.75 ?

The referee in making the questioned order here-

in was, and still is, of the opinion that said pay-

ment by Collins to Pacific Indemnity Company of

the sum of $1,093.40 on September 25th, 1929, was

not in the nature of a voidable preference, and for

these reasons: That unquestionably the right of

subrogation attached as of the June 11th, 1929,

the date when the contracts of suretyship were

entered into, Pairie State Bank v. United States,

supra, Henningsen v. TJ. S. Fidelity d Guaranty

Co., supra, and also the date when the assignment

of the bankrupt's interest by reason of the provi-
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sions of the application for the bonds making up

the contracts of suretyship. In re Hawley Down-

Draft Furnace Co., supra. Such being the case, the

act of apropriation of the money in question did

not constitute a voidable preference. In this con-

nection Anderson, Circuit Judge, writing the opi-

nion for the United States Circuit Court of Appeal

for the First Circuit, used this language in Foster

V. Manufacturers' Finance Co., 22 F (2d) 609, 610:

'* Undoubtedly valid equitable liens ante-

dating the four months period are enforc-

ible in bankruptcy. Thompson v. Fairbanks,

196 U. S. 516, 25 S. Ct. 306, 49 L. Ed. 577

Webster v. Wood, 212 Mass. 540, 99 N. E. 325.

They are not transmuted into a preference by

acts of appropriation and enforcement within

the four months period."

Again, In re East End Mantel & Tile Co., 202 F.

275, 279: [46]

''The rights . . . having been fixed more

than four months prior to the filing of the

petition in bankruptcy by a contract good be-

tween the parties, . . . taking possession of the

property within four months did not constitute

a preference within the meaning of the bank-

ruptcy law."

In other words as was said by Lurton, Circuit

Judge, in Fisher v. Zollinger (C. C. A. 6th Cir.)

149 F. 54, 58:
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"The possession then taken only perfected

this incipient lien as against third persons who
had not theretofore acquired rights."

See, also, In re Lynn Camp Coal Co., 168 F.

998, 1000, wherein it was held that a payment to a

creditor having an inchoate lien can not constitute

a preference within the Bankrupt Act. Did, how-

ever, the mere filing of the petition in bankruptcy

herein, followed by an adjudication more than a

year later, so tie up things that Pacific Indemnity

Company was without right to collect from the

County of Alameda, in the aggregate from all

sources not to exceed $23,000.00? It was, and still

is, the opinion of the referee that the answer to

this question must be in the negative. As was said

In re North Star Ice & Coal Co., 252 F. 301, 303,

"... since, under section 67 of the Act (section

9651), the validity of preexisting liens is not

affected, the lienholder, unless restrained by the

bankruptcy court, may enforce the same dehors

the Court. Ward v. BanU of Ironton (6th Cir.) 202

F. 609, 612, 120 C. C. A. 655; Re Goldsmith (D. C.)

118 F. 763, 767; Coll. Bank'cy (11th Ed.) 1050,

1051."

While it is true, as was said In re Schow, 213 F.

514, 519, "When a petition is filed, whether invol-

untary or voluntary, the court has power by in-

junction to restrain the commission of any act that

will interfere with or prevent the due administra-

tion of the Bankruptcy Act for the purpose of pre-
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serving the statu quo of the property until it may
be ascertained whether or not an adjudication [47]

should be decreed," that was not done in the in-

stant case. The surety company having been unre-

strained to collect what it believed was due it under

the subrogation and lien, no good purpose can be

subserved herein by requiring it to pay back any

more money than it was paid, except such simi as

under the facts and the law, it evidently was over-

paid. As the referee views it, to require Pacific

Indemnity Company to pay into the bankrupt

estate the sum of $23,459.75, as the trustee seeks

to have paid, would to the extent of $23,000.00 be

an idle act because under the facts and law of this

case, the sum of $23,000.00 once in the trustee's

hands would have to be returned to Pacific Indem-

nity Company, the secured creditor, holding an

equitable lien thereon and having Ionghefore the

bankruptcy proceedings been subrogated to all the

rights of the bankrupt to the extent of the con-

tract price with the County of Alameda. In other

words, to require such a course on the part of

Pacific Indemnity Company would be to require it

to perform an idle act, and ''The law neither does

nor requires idle acts." Section 3532 Civil Code of

California. It may be, were such a course pursued,

the trustee, the trustee's attorney and the referee

might be permitted to collect greater fees and com-

missions. However, if this be the only purpose to

be served, it would appear logical, as well as equit-

able, that the trustee, the trustee's attorney and the
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referee, under the circumstances, must be content

with their fees and commission, leaving out consid-

eration the moneys heretofore collected by said

surety company. The inequity of requiring the

surety company to pay into the bankrupt estate the

sum sought thus to be paid in by the trustee herein

will readily be seen when section 62 and section

64b of the Bankruptcy Act are read in connection

with the court's construction thereof. Section 62

of the Act provides as follows: [48]

*^The actual and necessary expenses incurred

by officers in the administration of estates shall,

except where other provisions are made for

their payment, be reported in detail under

oath, examined and approved or disapproved

by the court. If approved, they shall be paid

or allowed out of the estates in which they were

incurred. '

'

The provisions of section 64b are as follows:

''The debts to have priority, in advance of

the payment of dividends to creditors, and to

be paid in full out of bankrupt estates, and

the order of payment shall be (1) the actual and

necessary cost of preserving the estate subse-

quent to filing the petition; (2) the filing fees

paid by creditors in involuntary cases, and

where property of the bankrupt, transferred or

concealed by him either before or after the filing

of the petition, shall have been recovered for

the benefit of the estate of the bankrupt by the

efforts and at the expense of one or more
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creditors, the reasonable expense of such re-

covery; (3) the cost of administration, includ-

ing the fees and mileage payable to witnesses as

now or hereafter provided by the laws of the

United States, and one reasonable attorney's

fee, for the professional services actually

rendered, irrespective of the number of at-

torneys employed, to the petitioning creditors in

involuntary cases while performing the duties

herein prescribed, and to the bankrupt in volun-

tary and involuntary cases, as the court may
allow; (4) where the confirmation of composi-

tion terms has been refused or set aside upon

the objection and through the efforts and at the

expense of one or more creditors, in the discre-

tion of the court, the reasonable expenses of

such creditors in opposing such composition,

(5) wages due to workmen, clerks, travelling or

city salesmen, or servants, which have been

earned within three months before the date of

the commencement of the proceeding, not to ex-

ceed $600 to each claimant; (6) taxes payable

under paragraph (a) hereof and (7) debts

owing to any person who by the laws of the

States or the United States is entitled to

priority: PROVIDED, That the term ''person"

as used in this section shall include corpora-

tions, the United States and the several States

and Territories of the United States."

Interpreting the language of these sections, it is

said In re Eauch, 226 F. 982, 984:
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"By the words 'of estates' in section 62

(Bankrupt Act) and 'Bankrupt's estates' in

section 64, subsec. 'b', (Bankrupt Act), is meant
the unincumbered assets generally of a bank-

rupt, properly administrable in bankruptcy, as

distinguished from that of the property of a

bankrupt dedicated by law to the payment of a

particular obligation, or upon which there is a

special lien. The last named section is intended

particularly to give the order to be observed

by the trustee in payment of such uninciunbered

estates." [49]

In other words, if the contention of the trustee

were followed in the instant case, although the surety

company would be entitled to, and in the end would

have to be repaid all the moneys turned into the

bankrupt estate, except the sum of $459.75, this same

$459.75, and of course any other uninciunbered

assets of the bankrupt, would have to be burdened

with the additional fees and commissions of the

trustee, the trustee's attorney and the referee, as

well as any other added expenses of administration

growing out of the procedure which the trustee

seeks to have the court follow. The inequity of fol-

lowing such a course did not, and does not, appeal to

the referee.

Finally, Did Pacific Indemnity Company have a

right to claim the additional siun of $459.75 as it

contends for in its petition for review? The law

clearly shows, in the opinion of the referee, that

there is no merit in this contention of the surety
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company. Undoubted it is the law that a contractor

—

in the instant case, Collins, the bankrupt—so far as

his right to recover for the work done if he com-

pletes the work in accordance with the contract is

concerned, is boimd by the terms of his contract. In

other words if the consideration of said contract was

$23,000.00 to be paid when the contractor has com-

pleted the work, that is all the contractor is entitled

to recover at all events. The rule in this regard is

clearly laid down by Henshaw, J., speaking for the

Supreme Court of California in Laidlaw v. Marye,

133 Cal. 170, 176, in which is was said,
'

'
* * * the

contract must remain not the basis of his recovery,

but the means and the test of his right to recover."

See, also Cojidon v. Donohue, 160 Cal. 749, 754,

755 and Waiterson v. Owens River Canal Co., 25

Cal. App. 247, 254.

This then being the means and test of the con-

tractor's (Collins') right to recover, the surety (Pa-

cific Indemnity Company) [50] is bound by the same

rule as was pointed out by Kerrigan, J., in Callan

V. Empire State Surety Co., 20 Cal. App. 483, 486.

There it was said the the learned judge:

"Upon the execution of the bond appellant

(surety company)* became a party to the con-

tract and was bound by its pro^dsions."

PAPERS HANDED UP HEREWITH
Handed up herewith are the following papers:

1. Petition of E. C. Street, Trustee, for re-

view of referee 's order

;

•Matter in parentheses referee's.
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2. Petition of Pacific Indemnity, a corpora-

tion, for review of referee's order;

3. Petition for order requiring Pacific In-

demnity Company to turn over certain moneys

to the trustee;

4. Order to show cause why Pacific In-

demnity Company should not be required to

pay to the trustee of the estate of J. F. Collins,

a bankrupt the sum of $23,459.75

;

5. Answer of Pacific Indemnity Company to

trustee's petition for turnover order, and order

to show cause thereon;

6. Stipulation as to facts;

7. Order determining title to certain moneys

;

8. Transcript of testimony taken March

15, 1933;

9. Contract with the County of Alameda and

attached are two bonds in favor of County of

Alameda.

10. Application of J. F. Collins to Pacific

Indemnity Company for contract bond and

agreement of indemnity;

11. Copy of notice to withhold

;

12. Copy of stop notice

;

13. Copy of notice to withhold; [51]

14. Notice of owner of material furnished

to and for construction pursuant to section 1184
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of Code of Civil Procedure of the State of

California.

15. Copy of notice of materials and supplies

furnished

;

16. Copy of notice to withhold;

17. Copy of notice to withhold;

18. Statement of disbursements, etc.,

19. Letter from County Surveyor, Alameda

County to Pacific Indemnity Company;

20. Statement of improvements from County

of Alameda to J. F. Collins

;

21. Letter from Milton Newmark, approved

by C. A. Linn, attached to schedule;

22. Notice of assignment
;
(Photostatic copy)

23. Resolution accepting assignments
;
(Pho-

tostatic copy)

24. Photostatic copy of agreement by Pa-

cific Indemnity Company that held harmless

County of Alameda by reason of assignment;

25. Photostatic copy of voucher;

26. Photostatic copy of voucher

;

27. Photostatic copy of voucher;

28. Photostatic copy of voucher

;

29. Points and authorities on behalf of

trustee

;
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30. Respondent's points and authorities;

31. Trustee's reply brief.

Dated: Oakland, California June 13tli, 1934

Respectfully submitted,

BURTON J. WYMAN,
Referee in Bankruptcy

[Endorsed] : Filed Jun 14 1934 [52]

In the Southern Division of the United States Dis-

trict Court for the Northern District

of California

Bankruptcy No. 18594-S

In the Matter of

J. F. COLLINS
Bankrupt.

ORDER CONFIRMING CERTIFICATE OF
REFEREE

ORDERED that the Referee's Certificate on Pe-

tition for Review of Referee's Order, dated June

13, 1934, and filed on June 14, 1934, be and the same

is hereby CONFIRMED.
Dated: October 26, 1934.

A. F. ST. SURE
United States District Judge.

[Endorsed] : Filed Oct 26 1934 [53]
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(Testimony of J. F. Collins.)

offered in evidence a letter addressed to the Board
of Supervisors of Alameda Comity, dated October

22, 1929, and signed by E. C. Clark, attorney in fact

of Pacific Indemnity Company, which said letter was

admitted in evidence and marked "Trustee's Ex-

hibit 3" as of April 9, 1931. It was stipulated by

counsel that R. C. Clark was authorized to sign the

letter admitted in evidence as said Trustee's Ex-

hibit No. 3.

It was stipulated by counsel that said Trustee's

Exhibits Nos. 1, 2 and 3 are true and correct photo-

static copies of the originals which they purport to

represent.

MR. COLLINS (continuing) : I was the con-

tractor named in [55] the contract with the County

of Alameda for the construction of a certain high-

way knowm as the Redwood Highway, shown on the

contract bearing date June 11th, 1929.

Prior to the 22nd day of October, 1929, I collected

moneys from the County of Alameda under and by

virtue of that contract. I don't remember the exact

amount. It appears around $8,000. I think I collected

two estimates.

I collected seventy-five per cent of the moneys

due me prior to the time that the petition in bank-

ruptcy was filed. The County of Alameda retained

a retain percentage of twenty-five per cent.

The estimate of October 2, 1929, had not been

paid. I never received the money for the work repre-

sented by the estimate of October 2nd, 1929. Prior

to that estimate I have drawn the money from the

County of Alameda whenever it became due and
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placed it in vcvj own bank account and used it for

my own purposes.

Cross-Examination.

Thereupon the respondent offered and there was

admitted in evidence a contract bearing date June

11, 1929, between J. F. Collins, the bankrupt, and

the County of Alameda. The same was marked '^ Re-

spondent's Exhibit No. 1" as of April 9, 1931.

Thereupon counsel for respondent offered in evi-

dence and there was admitted in evidence an ap-

plication to the Pacific Indemnity Company by J.

F. Collins for a bond, which said application bears

date June 21, 1929. The application was marked

"Eespondent's Exhibit No. 2" as of April 9, 1931.

MR. COLLINS (continuing) : I applied to the

Pacific Indemnity Company to write the bond and

the same was issued to me on the 11th day of June,

1929, and although the application for the bond is

dated the 21st day of June, 1929, the application

in [56] truth and in fact is and was a part of the

transaction wherein the bond was issued by the

Company on the 11th day of June, 1929.

Direct Examination.

R. C. CLARK was thereupon called as a witness

on behalf of petitioner and trustee, and after being

first duly sworn, testified as follows

:

I am an attorney in fact for the Pacific Indemnity

Company and attached to the Bonding Surety

Claims Department of that Company. I am also an

attorney at law. I received from the Auditor of the
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(Testimony of R. C. Clark.)

County of Alameda three warrants for the payment
of money. The photostatic copies which you are

handing to me are correct photostatic copies of the

three warrants referred to.

Thereupon, petitioner and trustee offered in evi-

dence warrant drawn on the County of Alameda in

favor of the Pacific Indemnity Company, assignee

of J. F. Collins, in the sum of $5,812.07, which was

admitted in evidence and marked '

' Trustee 's Exhibit

No. 4" as of April 9, 1931.

Thereupon, petitioner and trustee offered in evi-

dence a warrant drawn on the County of Alameda in

favor of Pacific Indemnity Company, assignee of

J. F. Collins, in the sum of $335.00, which warrant

was admitted in evidence and marked ** Trustee's

Exhibit No. 5" as of April 9, 1931.

Thereupon, petitioner and trustee offered in evi-

dence a warrant drawn on the County of Alameda in

favor of the Pacific Indemnity Company for $180.00,

which said warrant was admitted in evidence and

marked "Trustee's Exhibit No. 6" as of April 9,

1931.

MR. CLARK (continuing) : These warrants were

cashed by Pacific Indemnity Company in due course.

The assignment bearing date October 17, 1929,

/Signed by J. F. Collins, the bankrupt, and "Trus-

tee's Exhibit No. 1" as of [57] April 9, 1931, in evi-

dence, was delivered to the County of Alameda on or

about October 17, 1929. At that time I delivered to

the Board of Supervisors the indemnity agreement

which has already been introduced in evidence and

marked "Trustee's Exhibit No. 3" as of April 9,
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1931. It was not required by Mr. Ogden but it was

delivered.

I never received a copy of the resolution of the

Board of Supervisors directing the Auditor to pay

the warrant to the Pacific Indemnity Company.

The warrant (''Trustee's Exhibit No. 4" as of

April 9, 1931, for $5,812.07) was not first delivered

payable to the order of J. F. Collins, care of Pacific

Indemnity. I am quite sure that I did not collect

this warrant myself and mail it to Los Angeles.

I am quite positive that it was mailed direct. I know

nothing about any difference in typewriting on that

particular warrant or voucher, and I did not have

the Auditor write in "Pacific Indemnity Company,

assignee of."

To the best of my knowledge this warrant or

voucher was made payable to the order of the Pacific

Indemnity Company as assignee of J. F. Collins,

and the care of the Pacific Indemnity Company is

simply to designate the place where the warrant was

to be mailed.

On December 24, 1929, another warrant was drawn

in favor of Pacific Indemnity Company as assignee

of J. F. Collins. This warrant was for the sum of

$16,438.58.

Thereupon, petitioner and trustee offered in evi-

dence a warrant dated December 24, 1929, drawn on

the County of Alameda in favor of Pacific Indem-

nity Company as assignee of J. F. Collins in the sum

of $16,438.58, which said warrant was admitted in

evidence and marked "Trustee's Exhibit No. 7" as

of April 9, 1931. [58]
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ME. CLARK (continuing) : Trustee's Exhibits

Nos. 4, 5, 6 and 7, as of April 9, 1931, in evidence,

were all issued to the Pacific Indemnity Company
as progress payments and final payments on the

Redwood Canyon job.

Cross-Examination.

MR. NEWMARK: Q. Mr. Clark, these war-

rants that he is tallying about, you say is payment

for work done on the Redwood Canyon job. Did

your Company take over the completion of that job

after Mr. Collins abandoned it ? A. Yes.

MR. LINN : Just a moment ; we object to that as

irrelevant, incompetent and innnaterial.

THE REFEREE: Objection sustained.

Thereupon the petitioner and trustee rested.

RESPONDENT'S CASE.

Thereupon R. C. CLARK was recalled as a wit-

ness, this time on behalf of the respondent.

Direct Examination.

MR. LINN: I will stipulate that stop notices to

the extent of $12,715.73 were filed against this job,

but I cannot stipulate that the stop notices were

regular and valid.

MR. NEWMARK: These stop notices were not

aU filed prior to the petition in bankruptcy. Only

one was filed prior to the petition in bankiniptcy,

and the rest were subsequent to the filing of the

petition in bankruptcy.
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It was stipulated by counsel that the only stop

notices filed prior to the filing of the petition in

bankruptcy was one filed on October 7, 1929, by J.

W. Merritt, for the sum of $304.11 ; all of the others

were filed subsequent to bankruptcy.

ME. NEWMARK: Q. Now, Mr. Clark, there

has been introduced [59] by the trustee certain docu-

ments, one of which is marked ''Trustee's Exhibit

No. 1" as of April 9, 1931, which I show you. Do

you know the circumstances under which that paper

was executed?

A. Yes I do.

Q. Did you take any part in the proceedings

leading to its execution? A. Yes I did.

Q. Will you tell the court the circumstances sur-

rounding the execution of that paper?

MR. LINN: We object to that as irrelevant, in-

competent and immaterial ; calling for the conclusion

of this witness, and calling for testimony to alter or

vary or change the terms of a written document

is

which A unambiguous and intelligible on its face,

and there can be no question about what it means.

THE REFEREE: I don't think it is necessary.

I think the documents speak for themselves.

MR. NEWMARK : Q. I call your attention, Mr.

Clark, to "respondent's Exhibit No. 2" as of April

9, 1931, being the application, and particularly to

paragraph four, and I will ask you whether you pre-



84 E. C. Street, Trustee, etc. vs.

sented this dociunent to any official or representative

of the County of Alameda. A. Yes, I did.

Q. To whom?

MR. LINN: Objected to as irrelevant, incom-

petent and immaterial. There is a waj^ of communi-

cating with County Officials and we have the record

here showing what was done. This is self-serving.

THE EEFEREE : Sustained. It is not the best

evidence, Mr. Newmark.

End of Testimony given on April 9, 1931.

PETITIONER'S CASE (Cont'd)

on March 15, 1933

E. E. GAINES called by petitioner, being first

duly sworn, testified as follows: [60]

Direct Examination.

My name is E. E. Gaines. I am a Deputy County

Clerk of Alameda County. I have produced certain

documents from the office of the County Clerk of

Alameda County pertaining to the Hayward-

Redwood Canyon job, also known as County Road

No. 7355.

I produce a letter from George A. Posey, County

Surveyor of Alameda County addressed to the Board

of Supervisors of Alameda County bearing date

November 12, 1929. The letter was introduced into

e^ddence and marked ''Trustee's Exhibit No. 1, as

of March 15, 1933 '

' and reads as follows

:
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''County Surveyor, Alameda County

451-5th Street, Opposite Courthouse

Telephone 1380

Oakland, California,

November 12, 1929.

To the Honorable The Board of Supervisors of

the County of Alameda, State of California.

Gentlemen

:

Mr. J. F. Collins has completed the work in

connection with the improvement of a portion

of the Hayward-Redwood Canyon Road, other-

wise known as County Road No. 7355 southerly

from the westerly end of the Pinehurst Road,

all in Eden Road District, Eden Township,

Alameda County, California, all in accordance

with his contract with the County of Alameda.

I recommend the acceptance of said work.

Very truly yours,

GEORGE A. POSEY
County Surveyor, Alameda County."

I produce a letter from said George A. Posey to

said Board of Supervisors bearing date November

5, 1929. The letter was introduced into evidence and

marked "Trustee's Exhibit No. 2, as of March 15,

1933," and reads as follows: [61]

''To the Honorable The Board of Supervisors of

the County of Alameda, State of California.

Gentlemen

:

Mr. J. F. Collins has completed sufficient work

in connection with his contract for the improve-

ment of a portion of the Hayward-Redwood
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Canyon Road, being otherwise known as County

Road No. 7355 southerly from the westerly end

of the Pinehurst Road, all in Eden Road Dis-

trict, Eden Township, Alameda County, Cali-

fornia, to entitle him at this time to payment in

the amount of $4118.18. I recommend the pay-

ment of this amount.

Very truly yours,

GEORGE A. POSEY
County Surveyor, Alameda Coimty

It was then stipulated that said George A. Posey,

County Surveyor, addressed to said Board of Super-

visors letters similar in all essential details to the

ones read into the record, on the dates and for the

amounts following:

On August 6, 1929, recommending the payment of

$9,150.21.

On October 2, 1929, recommending the payment of

$6,327.07.

On July 2, 1929, recommending the payment of

$2,811.34

-It was then stipulated 4ha^ -every payment re -

ceived, either by J. F. Collins under thisjiOHtfact

or by the Pacific Indemnity CompaeyTas assignee

of J. F. Collins under tlai^-t^ontract, was preceded

by a letter idejitical'ln all essential details, with

the e:^ception of the amount of money which the

Ceunt^^-Sui^^yor^^und due.

Thereupon the RESPONDEXT called the witness

E. E. GAINES out of order for the purpose of iden-

tifying certain papers writing.
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DIRECT EXAMINATION ON BEHALF OF
RESPONDENT.

The following withhold notices were received by

the County of Alameda on the dates and for the

amounts indicated: [62]

Respondent's
Exhibit as of

March 15, 1933Name

J. W. Merritt

Hartley Hard-

ware Co.

John A. Roeb-

ling's Sons

Co. of Cali-

fornia

Standard Oil

Company of

California

C alifo rnia
Gorregated

CulvertCom-

pany

Acme Boiler &
Machine
Works

J. W. Merritt

Date

Dec. 24, 1929

Amount

$50.25

Dec. 5,1929 1601.15

Nov. 20, 1929 139.63

Nov. 1,1929 2515.15

Nov. 12, 1929 8000.75

Oct. 8,1929 152.90 6

Oct. 8,1929 304.11 7

Respondent offered in evidence and read into the

record the following bond

:

"Know All Men By These Presents, that we,

J. F. Collins, individual, as principal, and Pa-

cific Indemnity Company, a California corpora-

tion authorized to do a general surety business
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in the State of California, as surety, are held

and firmly bound unto the County of Alameda,

State of California, in the sum of $23,000.00

gold coin of the United States of America, for

the pajTuent of which sum well and truly to be

made to said County of Alameda, State of Cali-

fornia, we and each of us bind ourselves, our

heirs, executors, administrators, successors and

assigns, jointly and severally, firmly by these

presents.

''Sealed with our seals and dated this 11th

day of June, 1929. The condition of the above

obligation is such that whereas the above-named

bounden J. F. Collins entered into a contract of

even date herewith with the said County of

Alameda, State of California, by the terms and

conditions of which said contract said J. F.

Collins agreed to furnish all necessary labor,

materials and mechanical workmanship required

for the improvement of a portion of the Hay-

ward-Redwood Canyon Road, being otherwise

known as County Road No. 7355, southerly from

the western end of the Pinehurst Road, all in

Eden Road District, Eden Township, Alameda

County, California, and furnish all the work

and material necessary therefor, in accordance

with the plans and specifications now on file in

the office of the clerk of the Board of Super-

visors of the County of Alameda, State of Cali-

foi^ia, as will more fully appear by reference

to the said contract, which said contract is here-

unto annexed and made a part hereof; [63]
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''Now, therefore, if the above-named bounded

J. F. Collins shall well and truly carry out, exe-

cute and perform all things by him to be carried

out, executed and performed according to the

terms and conditions of said contract, then this

obligation shall become null and void, otherwise

to remain in full force and effect.

"No alteration of any provision of said con-

tract or in said plans or specifications agreed to

between the said contractor and the said first

party shall operate to relieve any surety or

sureties from liability on this bond, and consent

to make such alterations without further notice

to or consent by said surety is hereby given, and

the said surety hereby waives the provisions of

section 2819 and 2840 of the Civil Code and of

the State of California."

"Signed by the parties, J. F. Collins and

Pacific Indemnity Company by S. J. Jackson,

attorney in fact."

"The foregoing bond was in open Board ac-

cepted and approved this 25th day of June, 1929.

William J. Hamilton as Chairman of the Board

of Supervisors of Alameda County, California,

and was duly acknowledged before a Notary."

It was then stipulated that J. F. Collins as prin-

cipal and the Pacific Indemnity Company as surety

executed and delivered to the County of Alameda

another bond in the penal sum of $23,000.00 bearing

date of June 11, 1929, the conditions of which read

as follows:
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"The condition of the above obligation is such

that whereas if the said J. F. Collins, contractor

in said contract, shall fail to pay for any mate-

rials, provisions, provender or other supplies,

or teams, used in, upon, for or about the per-

formance of the work contracted to be done, or

for any work or labor done thereon of any kind,

the said surety will pay the same, in an amount

not exceeding the sum hereinbefore specified,

and also, in case suit is brought upon such bond

a reasonable attorney's fee, to be fixed by the

Court; provided that said claim or claims shall

be filed and proceeding had regarding the same

as provided for by the terms of said acts. Other-

wise this bond shall be null and void."

The Trustee offered in evidence as one exhibit

progress estimates on the job in question made by

the County Surveyor and [64] the final letter of

completion and the same were marked '^ Trustee's

Exhibit No. 4, as of March 15, 1933."

Thereupon the Trustee rested.

RESPONDENT'S CASE.

R. C. CLARK was recalled as a witness for re-

spondent and after being duly sworn, testified as

follows

:

Direct Examination.

My name is R. C. Clark. I live at Berkeley, Cali-

fornia. I have been connected with the Respondent,

Pacific Indemnity Company, for five or six years as

attorney in the Surety Department. I had personal
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connection with this Collins transaction in regard to

building the Hayward-Redwood Canyon highway

under the contract with the County of Alameda.

Collins suspended operations under this contract

sometime between September 20th and September

22nd, 1929. The Pacific Indemnity Company began

actual work on that job on September 25, 1929, and

from then on they furnished the material and labor.

Collins' equipment remained on the job and was

used. The Pacific Indemnity Company paid the bills

for completing the job.

Respondent thereupon introduced in evidence an

accounting of the money expended by it either in the

furnishing of materials or labor for the completion

of the job or in paying bills incurred by Collins for

this job during the time that he was operating. This

exhibit was marked "Respondent's Exhibit No. 8, as

of March 15, 1933."

Counsel for both parties thereafter entered into a

written stipulation regarding the individual items set

forth in said "Respondent's Exhibit No. 8 as of

March 15, 1933," which said stipulation is set forth

in the Referee's Certificate herein and [65] printed

in the transcript on appeal at page .

THE WITNESS (continuing) : The Pacific In-

demnity Company received a letter from the County

Surveyor in regard to the completion of the work.

The letter bore date November 15, 1929, and was

signed by George A. Posey, County Surveyor of Ala-

meda County. The letter was offered in evidence and

Trustee objected to the same on the ground that it
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was incompetent, irrelevant, and immaterial, not

tending to prove or disprove any of the issues in

this case and not binding upon the Trustee or the

bankrupt or the creditors in any way.

THE REFEREE : The letter is admitted in evi-

dence as "Respondent's Exhibit No. 9 as of March

15, 1933," subject to the Trustee's objection and

further subject to a motion to strike out.

THE WITNESS (continuing) : I am famiUar

with the item of $1093.40, payroll money that was

handed to me by Mr. E. S. Bell, attorney for the

bankrupt. The money was derived from an estimate

paid to Collins at the time he was in control of the

operation, turned over to Mr. Bell in August for the

payroll due on September 17, 1929. Mr. Bell turned

the funds in question over to me to be used for the

purposes of defraying that payroll. I turned the

money over to our Mr. Anderson, arfd it was dis-

bursed for that payroll. The payroll was for men
that had worked for Collins before he abandoned the

job. It was his last payroll in point of time. This

money is part of the money accounted for in the

compillation of figures set forth in "Respondent's

Exhibit No. 8 as of March 15, 1933."

The Respondent received the following sums of

money for and on account of the Collins' job re-

ferred to : $5812.07 at one time ; $16,038.58 at another

time; $515.00 at another time; making a total of

$22,365.65; and, in addition, the Company received

the [Q^] sum of $1093.40, which we have just been

discussing, making a grand total of $23,459.05.
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Cross Examination.

THE WITNESS (continuing) : The first item on

the first page of "Respondent's Exhibit No. 8 as of

March 15, 1933, to wit, the sum of $1400.00, was for

the rent of a steam shovel. My company came into

the picture as far as the finishing of this road was

concerned, when it learned that J. F. Collins was in

financial difficulties. The company actually started

work on the 25th day of September, 1929. This item

of $1400.00 was for the rent of a Northwestern steam

shovel from September 25th to October 24th, inclu-

sive. Prior to that time the shovel was being pur-

chased by Collins on a conditional sales contract.

After reviewing the matter with Mr. Hall and Mr.

Anderson, employees of the Respondent Pacific In-

demnity Company, Mr. Mutter, who represented the

Northwestern Shovel people, repossessed the shovel.

This was done before we commenced work.

AWe then rented the shovel from the Northwestern

people. On the completion of the job the shovel

was returned to the Northwestern people. The

shovel had been a part of Collins' equipment. It

was not worn out on the job.

Thereupon, the Trustee moved to strike out ''Re-

spondent's Exhibit No. 9 as of March 15, 1933," on

the ground that it is irrelevant, incompetent and

immaterial, an extra-official document and cannot

be used to impeach the official records of the

County.

THE REFEREE: Motion denied; exception al-

lowed.
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proceeding

The record in the bankruptcy A discloses the

following

:

Petition filed and subpoena issued October 8th,

1929; the subpoena was returned on November 7,

1929, unserved for the reason that the attorney for

petitioner failed to furnish the Marshall with the

address of the bankrupt. [67]

An Alias Subpoena was issued March 17, 1930,

and returned unserved on March 27, 1930, because

of the absence of the bankrupt from the district.

An Alias Subpoena was issued November 5, 1930,

and served on the bankrupt on November 10, 1930,'

at Twain-Harte Lodge, Tuolumne County, Cali-

fornia.

The adjudication followed on November 26, 1930,

and the bankrupt filed his schedules on January

14, 1931.

The schedules disclosed debts amounting to

$77,230.00 and assets amounting to $37,200.00, of

which amount $14,500.00 was claimed to be exempt.

The above and foregoing is all of the evidence

adduced at the hearing in the above entitled matter.

WHEREFORE, petitioner and appellant prays

that the above statement of evidence be settled, ap-

proved and allowed by the above entitled Court as

a full, true and correct statement of all of the evi-

dence taken on the hearing of the above entitled

matter.

Dated: October 31st, 1934.

CLARENCE A. LINN
Attorney for Petitioner and Appellant. [68]
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It is hereby stipulated that the above and fore-

going statement of the evidence is a true and cor-

rect statement of the evidence adduced on the trial

of the above entitled action, and may be approved

by the Judge without notice

;

And it is further stipulated that the original ex-

hibits referred to in said statement be transmitted

to the Clerk of the Circuit Court of Appeals, Ninth

Circuit.

Dated: November 19th, 1934.

CLARENCE A. LINN
Attorney for Petitioner and Appellant.

MILTON NEWMARK
Attorney for Respondent and Appellee.

The foregoing statement of evidence is in all re-

spects hereby approved and settled as a true and

correct statement of the evidence adduced on the

trial of the above entitled action.

Dated: November 19th, 1934.

A. F. ST. SURE
United States District Judge.

[Endorsed] : Filed Nov 20 1934 [69]

[Title of Court and Cause.]

PETITION FOR APPEAL.

To the Honorable A. F. St. Sure, United States Dis-

trict Judge for the Northern District of Cali-

fornia :
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The above named petitioner, E. C. Street, as

Trustee of the Estate of J. F. Collins, a bankrupt,

feeling aggrieved by the decree, order and judg-

ment rendered and entered in the above entitled

cause on the 26th day of October, 1934, does hereby

appeal from the said order, decree, or judgment to

the Circuit Court of Appeals for the Ninth Circuit,

for the reasons set forth in the assignments of error

filed herewith, and he prays that his appeal be al-

lowed and that citation be issued as provided by

law, and that the transcript of the record, pro-

ceedings and documents upon which said decree

was based, duly authenticated, be sent to the United

States Circuit Court of Appeals for the Ninth Cir-

cuit under the rules of such Court in such cases

made and provided.

Dated: November 2nd, 1934.

CLARENCE A. LINN
Attorney for E. C. Street, Trustee of

the Estate of J. F. Collins, a Bank-

rupt, Petitioner and Appellant. [70]

[Title of Court and Cause.]

ORDER ALLOWING APPEAL.

Appeal allowed this 2nd day of November, 1934.

A. F. ST. SURE
United States District Judge. [71]
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ASSIGNMENT OF ERRORS IN SUPPORT OF
PETITION FOR APPEAL.

Now comes E. C. Street, petitioner and appellant

herein and Trustee in Bankruptcy in the matter of

J. F. Collins, bankrupt, and makes and files this

his assignment of errors in support of his petition

for the allowance of an appeal from an order of the

United States District Court for the Northern Dis-

trict of California, Southern Division, in Bank-

ruptcy, made and entered on October 26, 1934,

wherein and whereby the said District Court af-

firmed the order of the Referee in which order said

Referee determined and decided that the respond-

ent. Pacific Indemnity Company, a corporation, was

and is entitled to retain the sum of $23,000.00 ob-

tained from the County of Alameda, which said

controversy and order are more particularly re-

ferred to and described in said petition for the al-

lowance of an appeal, and avers as follows:

1. That said Referee erred in determining that

respondent, [72] Pacific Indemnity Company, is

and was entitled to be subrogated to the extent of

to

$23,000.00, A the rights of said County of Alameda

in and to the sum of $23,000.00 paid to said Pacific

Indemnity Company in consideration of the com-

pletion of the contract in the place and stead of the

bankrupt ; and said District Court erred in affirming

the order of the Referee.
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2. That said Referee erred in holding that re-

spondent, Pacific Indemnity Company, had and now
has an equitable lien to the extent of $23,000.00 on

the moneys received by it from the County of Ala-

meda by virtue of the terms of that certain bond

executed by it as surety in favor of said County of

Alameda ; and the District Court erred in affirming

the order of the Referee.

3. That said Referee erred in holding that the

respondent. Pacific Indemnity Company, was and

is a secured creditor of J. F. Collins and as said

secured creditor, so far as the said sum of $23,000.00

or any part thereof is concerned, is in a class by

itself; and the District Court erred in sustaining

the ruling of the Referee.

4. That said Referee erred in holding that the

payment of $1,093.04 paid to respondent Pacific

Indemnity Company by the bankrupt on the 25th

day of September, 1929, was not in the nature of

nor was it a voidable preference; and the District

Court erred in sustaining the holding of the

Referee.

5. That said Referee erred in failing to make
an order directing the respondent, Pacific In-

demnity Company, to turn over and pay to E. C.

Street, as Trustee of the Estate of J. F. Collins, a

bankrupt, the sum of $23,459.75, which sum said

respondent, Pacific Indemnity Company, received

for and on account of the bankrupt subsequent to

bankruptcy and not in the due course of business;

and the District Court erred in sustaining the

holding of the Referee. [73]
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WHEREFORE, said petitioner and appellant

prays as in his petition for the allowance of an ap-

peal filed herewith.

CLARENCE A. LINN
Attorney for E. C. Street, Trustee of

the Estate of J. F. Collins, a Bank-

rupt, Petitioner and Appellant.

[Endorsed] : Piled Nov 2 1934 [74]

[Title of Court and Cause.]

PRAECIPE FOR TRANSCRIPT.

To the Clerk of the above entitled Court

;

Please prepare, certify and file in the United

States Circuit Court of Appeals, for the Ninth Cir-

cuit, a transcript on appeal and include therein the

following

:

Petition of E. C. Street, Trustee, etc., for turn-

over order;

Answer of Pacific Indemnity Company;
Statement of Evidence under Equity Rule 75;

Referee ^s Certificate on Petition for Review
(filed with Clerk June 14, 1934) ;

Order of District Court Confirming Referee's

Order (entered October 26, 1934)

;

Petition for Appeal and Order Allowing Same;
Assignment of Errors; [75]

The following original exhibits:

Exhibit T. No. 1^/9/31
Exhibit T. No. 2—4/9/31
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Exhibit T. No. 3—4/9/31

Exhibit R. No. 1—4/9/31

Exhibit R. No. 2—4/9/31

Exhibit T. No. 4—4/9/31

Exhibit T. No. 5—4/9/31

Exhibit T. No. 6-^/9/31

Exhibit T. No. 7—4/9/31

Exhibit R. No. 1—3/15/33

Exhibit R. No. 2—3/15/33

Exhibit R. No. 3—3/15/33

Exhibit R. No. 4—3/15/33

Exhibit R. No. 5—3/15/33

Exhibit R. No. 6—3/15/33

Exhibit R. No. 7—3/15/33

Exhibit T. No. 4—3/15/33

Exhibit R. No. 8—3/15/33

Exhibit R. No. 9—3/15/33

Citation.

This Praecipe.

CLARENCE A. LINN
Attorney for Petitioner and Appellant.

Due service and receipt of a copy of the fore-

going Praecipe For Transcript admitted this 2nd

day of November, 1934.

MILTON NEWMARK
Attorney for Respondent and Appellee.

[Endorsed] : Piled Nov 9 1934 [76]
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[Title of Court and Cause.]

STIPULATION AS TO EECORD.

IT IS HEREBY STIPULATED that there shall

be included in the transcript on appeal the follow-

ing two exhibits, namely: Objecting creditors' Ex-
hibit No. 1 (received in evidence April 8, 1932) and
objecting creditors' Exhibit No. 2 (received in evi-

dence April 8, 1932), and that said original ex-

hibits be transmitted and certified to the United
States Circuit Court of Appeals for the Ninth
Circuit.

Dated: November 20th, 1934.

CLARENCE A. LINN
Attorney for Appellant.

MILTON NEWMARK
Attorney for Appellee.

So Ordered.

November 20, 1934.

A. F. ST. SURE
District Judge.

[Endorsed] : Filed Nov 20 1934 [77]

[Title of Court and Cause.]

CERTIFICATE OP CLERK TO TRANSCRIPT
OP RECORD ON APPEAL.

I, Walter B. Maling, Clerk of the United States

District Court, for the Northern District of Cali-

fornia, do hereby certify that the foregoing 77 pages,



102 E. C. Street, Trustee, etc. vs.

numbered from 1 to 77, inclusive, contain a full,

true, and correct transcript of the records and pro-

ceedings in the matter of J. F. COLLINS, In Bank-

ruptcy (E. C. Street, Trustee, Appellant vs. Pacific

Indemnity Company, Appellee), No. 18594-S, as the

same now remain on file and of record in my office.

I further certify that the cost of preparing and

certifying the foregoing transcript of record on ap-

peal is the sum of Twelve Dollars and Fifty Five

Cents ($12.55) and that the said amount has been

paid to me by the attorney for the appellant herein.

IN WITNESS WHEREOF, I have hereunto set

my hand and affixed the Seal of said District Court,

this 3rd day of December A. D. 1934.

(Seal) WALTER B. MALING, Clerk.

By C. M. TAYLOR,
Deputy Clerk [78]

[Title of Court and Cause.]

CITATION ON APPEAL.

United States of America,—ss.

The President of the United States of America to

Pacific Indemnity Company, a corporation,

GREETING:

YOU ARE HEREBY CITED AND ADMON-
ISHED to be and appear at a United States Circuit

Court of Appeals for the Ninth Circuit, to be holden

at the City of San Francisco, in the State of Cali-

fornia, within thirty days from the date hereof, pur-
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suant to an order allowing an appeal, of record in

the Clerk 's office of the United States District Court

for the Northern District of California, Southern

Division, wherein E. C. Street, Trustee of the Es-

tate of J. F. Collins, bankrupt, is appellant, and

you are appellee, to show cause, if any there be,

why the decree or judgment rendered against the

said appellant, as in the said order allowing appeal

mentioned, should not be corrected, and why speedy

justice should not be done to the parties in that

behalf.

WITNESS, the Honorable A. F. St. Sure, United

States District Judge for the Northern District of

California this 9th day of November, A. D. 1934.

A. F. ST. SURE,
United States District Judge. [79]

Due Service and Receipt of a copy of the Within

Citation on Ap]3eal is hereby admitted this 10th day

of November, 1934.

MILTON NEWMARK
Attorney for Appellee.

[Endorsed] : Filed at 9:30 a. m., Nov 13 1934

WALTER B. MALING, Clerk,

By C. W. CALLNATT,
Deputy Clerk.

[Endorsed] : Transcript of Record. Filed De-

cember 3, 1934, Paul P. O'Brien, Clerk U. S. Cir-

cuit Court of Appeals for the Ninth Circuit.
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No. 7691

IN THE

United States Circuit Court of Appeals

For the Ninth Circuit

E. C. Street, Trustee of the Estate of

J. F. Collins, Bankrupt,

Ap2Jellant,

vs.

Pacific Indemnity Company (a corpo-

ration).

Appellee.

BRIEF FOR APPELLANT.

The facts in this case are practically without dis-

pute and are largely admitted by stipulation.

THE PACTS.

The bankrupt entered into a contract to construct

a road in Alameda County, known as the Redwood

Canyon Road. The appellee executed two bonds to

the County of Alameda, the first, guaranteeing the

performance of the contract, and the second, guaran-

teeing the payment of work and labor and for sup-

plies used on or consumed in the performance of the

contract.



The bankrupt was unable to complete the contract

and failed to pay many creditors who had supplied

labor and materials to the job.

On September 25, 1929, the appellee undertook to

complete the job and did so on November 12, 1929.

(R. 45 and 85.) In completing the job, however, the

appellee did so on behalf of, as agent of and in the

name of the bankrupt, the notice of the completion

ran to the bankrupt (R. 85), and the checks in pay-

ment w^ere payable to the order of the appellee as

assignee of the bankrupt under an assignment dated

October 17, 1929. (R. 77.) Bankruptcy took place

on October 8, 1929. (R. 23.)

The appellee received on account of the completion

of the job the following sums:

From the bankrupt on September 25,

1929 (R. 23.) $ 1,093.40

From the County of Alameda on October

22, 1929, as a progress payment due the

bankrupt for work done prior to Octo-

ber 2, 1929 (R. 23) 6,327.77

From the County of Alameda on Decem-

ber 24, 1929, as progress payments for

work done by appellee in the name of

the bankrupt and as retained percent-

ages on work done by the bankrupt as

well as by appellee (R. 23) 16,438.58

Total $23,859.75



In accounting for these sums the appellee has of-

fered in evidence its Exhibit No. 8, as of March 15,

1933, which shows disbursements allegedly on account

of the job totaling $23,942.61

Or a deficit of 82.86

Only $7202.25 of the total sum of $23,942.61 was

expended by appellee for work, labor and materials

used in comi^leting the job under the contract.

The facts concerning the detail of the disburse-

ments set forth in said Exhibit No. 8 are analyzed in

a stipulation of facts filed before the Referee at the

hearing herein and will be considered later. (R. 23-

45.)

iVppellee claims the whole of the money in question,

and bases its contention on three grounds:

1. The assignment contained in an application

for bonds dated June 11, 1929 (R. 13-21)
;

2. The assignment dated October 17, 1929 (R.

- 77);

3. Its right to be subrogated to the rights of

the County of Alameda and to the rights of cer-

tain creditors in said money.

At the first hearing before the Referee the appellee

objected to the jurisdiction of the Referee to proceed-

ing in a summary manner to dispose of the fund in

question. The Referee sustained the objection on the

ground that title to the fund passed to the appellee

under the assignment of June 11, 1929. The Referee

was sustained by the District Judge. On appeal to



this Court the District Judge and the Referee were

reversed, this Court holding that no rights could be

predicated on the said assignment, and the Referee

was directed to proceed in a summary manner to de-

termine the rights of the parties in and to the fund.

Street v. Pacific Indemnity, 61 Fed. (2) 106.

After a hearing the Referee again decided for ap-

pellee. He again held that the assignment of June

11, 1929, was valid and, in addition, held that imder

the equitable doctrine of subrogation the appellee was

entitled to the fund. (R. 46-72.) The District Judge

sustained the Referee and this appeal was taken. (R.

75.)

SPECIFICATION OF ERRORS.

Appellant specifies the following errors in the de-

cision of the Referee and District Judge

:

1. The Court erred in holding that the as-

signment of June 11, 1929, was valid.

2. The Coui't erred in holding that the ap-

pellee was entitled to the fund in question by

reason of the equitable doctrine of subrogation.

3. The Court erred in holding that the pay-

ment of $1093.40 to appellee by the bankrupt on

September 25, 1929, was not a preference.

4. The Court erred in deciding that payments

by the appellee for expenses of its executive em-

ployees, for the rental of capital equipment and

for insurance were proper charges against the

fimd.



ARGUMENT.

I.

THE ASSIGNMENT OF JUNE 11, 1929. (R. 13-21.)

This assigmiient was practically held to be of no

effect by this Circuit Court of Appeals on a prior

appeal in this case from a decision of the Referee

and the District Judge on a jurisdictional point, as

will be seen from the following quotation:

"The conduct of the parties prior to the filing

of the petition is revealed by the following testi-

mony of the bankrupt:

'The estimate of October 2, 1929, had not

been paid. I never received the money for the

work represented by the estimate of October
2d, 1929. Prior to that estimate I have drawn
the money from the County of Alameda when-
ever it became due and placed in my own bank
accomit and used it for my own purposes.

'

"On the day the petition was tiled, there was
due on the contract the sum of $6,327.07, which
was later paid to appellee. As to this sum the

Bankruptcy Court obtained constructive posses-

sion, unless the assigmnent contained in the ap-

plication for the bond was sufficient to inmiedi-

ately transfer ownership thereof to the assignee,

appellee.

"In a recent case. In re Borolx, 50 F. (2d) 75,

the Circuit Court of Appeals for the Second Cir-

cuit dealt with a similar case involving an as-

signment of book accounts. Circuit Judge Swan,
speaking for the Court, there said

:

" 'It is argued by the trustee that, despite

the assignment, all accounts outstanding on the

date of the petition remained in the "posses-



sion'' of the bankrupt and so fall within the

doctrine of property in custodia legis, as to

which the bankruptcy court has summary
power. One camiot speak of "possession" of

a chose in action in the same sense as of tan-

(^•ibles; but if such terminology is to be used it

would seem that the bankrupt was as much in

''possession" of the assigned accounts as he

could be of any chose in action. He had the

right to collect from the debtors and to use the

proceeds as he saw fit. The debtors had received

no notification of the assigmnent; and Mayer-

son, though the agreement declared him to be

irrevocably constituted the assignor's attorney

for collection, was not to use this power unless

the assignor was in default under the agree-

ment, and there is no suggestion that default

had occurred prior to the filing of the petition.

Under such circumstances we believe that the

bankruptcy court has power to determine sum-

marily the respective rights of the trustee and
the assignee in respect to the assigned accounts

outstanding at the date of the petition.

'

''Appellee seeks to distinguish In re Borok,

supra, on the ground that the assigmnent in that

case was given to secure the pajanent of a note.

We think it is clear from a reading of the appli-

cation for the bond, in the case at bar, that the

assignment herein relied on by appellee was like-

wise primarily for security, since only upon cer-

tain conditions, constituting defaults under the

contract, was the assignment to be 'in effect from
the date hereof. No notice of the assignment was
given to the County of Alameda prior to the peti-

tion and it is clear that the County was holding



this sum for the account of the bankrupt at the

time the petition was filed. The assignment 'being

for security, and having taken no steps to realize

on that security or to reduce it to possession prior

to the filing of the petition, the appellee cannot

thereafter secure payment of its debt by taking

possession of the security.'^

Street v. Pacific Indemnity Co., 61 Fed. (2d)

106.

On the hearing in the matter now under considera-

tion the identical evidence referred to and quoted in

the foregoing citation was again before the Referee

and the District Judge. The Referee again held the

assignment of June 11, 1929, to be valid (R. 51) and

the District Judge confirmed the holding. We shall

consider the Referee's holding more fully at a later

point in this brief but we are confident that the fore-

going citation establishes the law in the case.

II.

THE ASSIGNMENT OF OCTOBER 17, 1929. (R. 77.)

This assignment was subsequent to bankruptc}' and

no rights can be predicated on it. No citation of au-

thority is necessary in support of this contention.

However, this assignment becomes important from

an evidentiary standpoint. It shows the intentions of

the bankrupt and the appellee.

Any rights which the appellee had under the assign-

ment of June 11, 1929, and under the equitable doc-
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trine of subrogation became fixed upon the filing of

the petition in bankruptcy. If the appellee believed it

had any rights under either theory it would not have

taken the assignment of October 17, 1929.

Appellee asserted no rights under its prior assign-

ment or under the equitable doctrine of subrogation

until this proceeding was instituted. Both of these

theories of appellee are obviously afterthoughts as

the following analysis of the facts will show

:

On September 20 or 22, 1929, the bankrupt sus-

pended operations (R. 91) ; on September 25, 1929,

the appellee took over the job (R. 91) ; on October 17,

1929, the assignment now under consideration was

executed, it is in evidence as '^ Trustee's Exhibit No.

1", as of April 9, 1931, and reads as follows:

**To the Board of Supervisors of the County of

Alameda, State of California

Gentlemen

:

You are hereby notified that by this means I

hereby assign to the Pacific Indenuiity Company,

a corporation, all moneys due to me under and

upon the last estimate made on what is commonly
known as the Redwood Canyon job, under the

terms of that certain contract now held by me
with the County of Alameda for the construction

of the Redwood Canyon Road.

Dated, October 17th, 1921.

J.F.Collins.''

(R. 77.)

On October 22, 1929, appellee addressed to the Board

of Supervisors of Alameda Coimty the following

letter

:



''Board of Supervisors, Alameda County:

County Auditor, Alameda County

:

County Treasurer, Alameda County

:

Re : Claim 1000 Bond 37021 Principal J. F. Collins

Obligee County of Alameda—Contract for

Improvement of Hayward—Redwood Canyon

Road, being known as County Road #7355,

Southerly from the Westerly end of the Pine-

hurst Road, all in Eden Road District, Eden
Township, Alameda County.

We, the undersigned, agree to save you harm-

less from any pecuniary loss by reason of honor-

ing the assigmnent of J. F. Collins to the Pacific

Indemnity Company, executed and duly acknotvl-

edged before a Notary Piihlic and filed with you

under date of October 17th, 1929, in connection

with the above captioned contract.

Pacific Indemnity Company,

(Seal) ByR. C.Clark,

Attorney-in-Fact. '

'

Trustee's Exhibit No. 3, as of April 9, 1931.

(R. 78.) (Emphasis ours.)

And thereupon, on October 22, 1929, the Board of

SuiDer^dsors of Alameda County passed the following

resolution

:

"Resolution: Whereas, the Pacific Indemnity

Company, a corporation, has filed with this Board
of Supervisors an assignment to said Pacific In-

demnity Company executed by J. F. Collins dated

October 17th, 1929, of all moneys due said J. F.

Collins under and upon the last estimate of

moneys due said J. F. Collins under and by virtue

of his contract wdth the County of Alameda for

the construction of the Redwood Canyon Road.
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''Now, Therefore, Be It Resolved that said as-

signment be and the same is hereby accepted and

the County Auditor be and he is hereby authorized

and directed to issue his warrant for any and all

money due and payable to said J. F. Collins under

and by virtue of the aforesaid contract as shown
by said estimate in favor of said Pacific Indemnity

Company, a corporation, as the assignee of said

J. F. Collins." (Emphasis ours.)

Trustee's Exhibit No. 2 as of April 9, 1931.

(R. 77.)

Prior to October 22, 1929, the bankrupt had always

collected the money due under the contract (R. 78)

;

after that date ai)pellee collected as assignee of the

bankrupt.

It is at once apparent that appellant, at all times

prior to this proceeding, based its rights on the assign-

ment of October 17, 1931, and any money which it

received was received by virtue of this void assigmnent

and the subsequent resolution of the Board of Super-

visors.

III.

THE RIGHTS OF APPELLEE BASED UPON THE EQUITABLE
DOCTRINE OF SUBROGATION.

Appellee's rights under this heading flow from the

two bonds executed by it, i. e., the faithful perform-

ance bond and the bond in favor of the laborers and

materiahnen.



11

The faithful performance bond.

(1) Under the first, bond, i. e., the faithful per-

formance bond, the appellee is subrogated to the

rights of the County of Alameda in and to the moneys

in the county's possession. With this doctrine we are

in accord.

What are the rights of the county in and to this

fund?

To reimburse itself for any loss on account of the

contractor's failure to complete the job. The appellee

in this case has the same right and we cheerfully con-

cede it, but we must be careful to distinguish between

the money expended by the appellee under its faith-

ful performance bond for the purpose of completing

the job and the money expended by the appellee under

its labor and material bond.

The written stipulation as to certain facts dis-

closes the items necessarily expended in the comple-

tion of the job, viz.

:

Paragraph (2) (Stipulation as to the facts)....$.3399.85

Paragraph (3)
" '' '' '' '' .... 269.13

Paragraph (4)
'' una u

3360.91

(R. 35-37.)

Paragraph (8), (b), (d) " " '' '' .... 143.74

Paragraph (9)
a u a u

28.62

(R.41.)

Total $7202.25

We concede that appellee. Pacific Indemnity Com-
pany, has a preferred claim against the total fund of
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$23,859.75 for the sum of $7202.35, the same to be

paid by the trustee in the due course of the ad-

ministration of the estate, but it is entitled to no

greater sum.

Indeed, if there be any doubt on this point, we

have but to look to the terms of the contract between

the bankrupt and the County of Alameda pursuant to

which the bond in question was written.

Paragraph 5 of this contract, admitted in evidence

as ''R. No. 1, 4/9/31; B. J. W., R." reads as fol-

lows:

"5. That the said second party further agrees

that if the work to be done under the contract

and agreement shall be abandoned, or if this con-

tract shall be assigned by the second party, or if

at any time the agent authorized to superintend

said work shall be of the opinion, and shall so

certify in writing to the said first party that the

said work or any part thereof is umiecessarily

or unreasonably delayed, or that the said second

party is wilfully violating any of the conditions

or covenants of this contract, or is executing this

contract in bad faith, the said first party shall

have the power to notify the said second party

to discontinue all work or any part thereof under

this contract, and thereupon the said second party

shall cease to continue said work or such part

thereof as said first party may designate, and

the said first party shall thereupon have the

power to place such and so many persons, and to

obtain by contract, purchase or hire, such ani-

mals, carts, wagons, implements, tools, material

or materials, by contract or otherwise, as said

first party may deem advisable, to work at or to
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be used to complete the work herein described,

or such part thereof as the agent authorized to

superintend the same may be necessary, and to

use such material as they may find upon the line

of said work and to charge the expense of such

labor and materials, animals, carts, wagons, im-

plements and tools to the second party, and the

expense so charged shall be deducted and paid

by the first party out of such moneys as may be

either due or may at any time thereafter become
due to said second party imder and by virtue of

this contract or any part thereof.

'"'In case such expense is less than the siini

ivhich tvoiiUl have been payable under this con-

tract, if the same had been completed by the said

second party, the said second party shall be en-

titled to receive the difference, and in case such

expense shall exceed the last said amount, then

said second party or his bondsmen shall pay the

amomit of such excess to the first party on notice

from the said first party of the excess so due."

(Emphasis ours.)

To hold otherwise would be to award the surety

more than it has paid on account of its principal.

"A surety cannot in any event recover from
the principal more than he has paid for his ac-

count. It is the amount of payment and not the

amount "of the debt extinguished which fixes the

measure of recovery. 'If the surety discharges

the debt of his principal in whole or in part for

any sum less than the full amount of the smn he

so discharges, he can, in the absence of an express

contract, recover from his principal only the

amount actually paid by him. The implied con-

tract in such case is that the surety shall be in-
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clemnified only, and he will not be allowed to

speculate out of his principal.'
"

Mathews v. Hall, 21 W. Va. 510;

Steams on Suretyship, p. 512.

The labor and material bond.

(2) Under the second bond, i. e., the laborers'

and materialmen's bond, the appellee is subrogated

to the rights of the creditors whose claims it has paid,

in and to the funds in the hands of the County of

Alameda and payable to the bankrupt under the con-

tract in question.

The question then arises:

What were the rights of the creditors, whose claims

have been paid by the appellee in and to the fund

held by the County of Alameda for the account of the

bankrupt 1

The bond in question was given pursuant to the

provisions of the Act of May 10, 1919 (1919 Statutes,

p. 487, as amended 1925 Statutes, p. 538 and 1927

Statutes, p. 282; 3 Deering's General Laws, 1931, Act

6423) :

"Actions against the state, public board, com-

mission, or officer thereof, or the political sub-

division of the state, or the disbursing officer

whose duty it is to make payments under the

provisions of the contract for the public improve-

ment in question, brought by any claimant who
has filed claim under this act, or his assign, shall

be goA^erned by the provisions of section one thou-

sand one hundred eighty-four, one thousand one

hundrcnl eighty-four a, one thousand one hundred

eighty-four b, and one thousand one hundred
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eighty-four c of the Code of Civil Procedure and

the verified notice provided for in the said sec-

tions shall be equivalent for all purposes to the

verified claim provided for herein. * * *

''Suit against the surety or sureties on the

bond of the contractor required under section

one hereof, may be brought by any claimant, or

his assign, at any time after the claimant has

ceased to perform labor or furnish material or

both and until the expiration of six months after

the period in tvhich the verified claims may be

filed as provided herein. The filing of a verified

claim shall not be a condition precedent to the

maintenance of such action against the surety

or sureties on the bond and an action on such

bond may be maintained separately from and

without the filing of an action against the board,

commission, officer or other body by whom such

contract was awarded, and upon the trial of any

such action, the court shall award to the pre-

vailing party a reasonable attorney's fee, to be

taxed as costs, and to be included in the judg-

ment therein rendered."

Under Section 2 of this act two remedies are avail-

able to creditors claiming under the act.

One remedy is to file a withhold notice and proceed

by suit against the coimty or other municipal division

as in the case of a mechanic's lien. Some of the credi-

tors in the instant case started to follow this procedure

but they went no further than filing their claims—no

suits were ever instituted to enforce the rights of these

claimants in and to the fund held for their security,

and therefore these claimants having no rights in the
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fmul, the appellee as surety obtains nothing by being

subrogated to their rights.

The other remedy is by suit directly against the

surety on the bond. No withhold notice is required

and the claimant has no claim against the fund and

therefore the appellee as surety obtains no rights in

the fmid by reason of the pajTiient of the claims so

sued upon.

The Supreme Court of California has passed upon

these points in the case of

Adamson v. Paonessa, 180 Cal. 157, 167,

and sustained our contention in the following lan-

guage:

''The contention of the Surety Company that

the judgment is erroneous and that it is entitled

to the bonds, or at least to sufficient thereof to

reimburse itself for the amounts which it paid to

materialmen and laborers, is twofold.

'

' The first ground advanced is that by virtue of

its payments as surety for Paonessa of the clauns

against him for materials and labor furnished, it

acquired by subrogation an equitable lien upon
any moneys or bonds due under the contract in

payment for the work superior to any assignment

or other disposition which Paonessa might have

made. There is no doubt but that the payment by
the Surety Company pursuant to its obligations

as surety would work a subrogation in its favor

of any rights tvhich the claimants had tvhose

claims were paid. It is equally clear that the sub-

rogation tVOUld GIVE NO FURTHER RIGHTS THAN THIS.

What rights, therefore, had. these materialmen and

laborers against the moneys or bonds that ivere
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clue under the contract on the completion of the

work? If they had none, and if their rights were

limited to a personal recovery against Paonessa

and to a recovery upon the bond given by the

Surety Company, it is clear that there tvas nothing

upon which the subrogation could work. Such we

believe to be the case under the 'Improvement Act

of 1911', under tvhich the work was done.

"The only provision in the act of 1911 provid-

ing security to materiahnen and laborers for the

payment of their claims is section 19. This section

requires that every contractor to whom a contract

is awarded under the act must file with the super-

intendent of streets a good and sufficient bond

inuring to the benefit of any and all persons per-

forming labor on or furnishing materials used in

the work or improvement. There is no provision

which gives such claimants any right or lien,

equitable or otherwise, upon money or bonds

coming to the contractor. In particular, there is

no provision in the act authorizing or permitting

the retention by the municipality, or by the own-

ers whose lands are assessed, of anything which

may be due the contractor in order to pay the

claims of materiahnen or laborers, or that may
be due the contractor. We are constrained to

believe that it was the intention of the statute that

parties furnishing materials or labor to a con-

tractor doing work mider a contract let in accor-

dance with this act, must look solely to the con-

tractor's personal responsibility and to the bond

which the statute requires him to furnish * * *

''Right here also lies the difference betiveen the

present case and the line of authorities cited by

appellant's counsel, beginning tvith Prairie State
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Nat. Bank r. United States, 164 U. S. 227 (41 L.

Ed. 412, 17 Sup. Ct. Rep. 142). In those decisions

the facts are essentially the same as in this, with

the exception that either by statute or by the

contract itself, a fund was in effect reserved for

the benefit of materialmen and laborers whom the

contractor might fail to pay. In other words, the

materialmen and laborers had a right as against a

certain fund in adition to any recovery against

the contractor or his surety. Under such circum-

stances if the surety paid their claims he tvould he

snihrogated to their rights against such fund. Such,

however, is not the case here, as there is no fund
against ivhich the materialmen and laborers have

a right.'

^

Adamson v. Paonessa, supra.

Appellee may claim that it is at least entitled to the

money represented by the withhold notices filed by

some of the creditors whose claims it paid. But when

these creditors (or their assignee) failed to bring suit

to enforce their claims on the fund they lost their

rights in the money.

Such is the ruling of the Circuit Court of Appeals,

Ninth Circuit, in the recent case of

American Surety Co. v. City of Santa Barbara,

56 Fed. (2) 769, 771, 772 (certiorari denied

October 10, 1932).

The pertinent portions of the opinion in the case

last cited follow:

''At the outset it should be noted that the ap-

]iellant relies for recovery upon the principle

enunciated by the Supreme Court in Prairie State
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Natl. Bank v. U. S., 164 U. S. 227, 17 S. Ct. 142,

41 L. Ed. 412, wherein it was held that a surety

upon a .s^overnment building contract, having com-

pleted the work on behalf of the defaulting con-

tractor, was entitled to be subrogated to the right

of the government in a 10 per cent, deferred pay-

ment which the building contract provided that

the government would retain until the completion

of the entire work and which it would have the

right to forfeit if the contractor failed to fulfill

his contract, which, among other things, required

that he pay for all labor and materials used by it.

The suret.y not only having finished the work, but

also having paid labor and material bills of the

contractor, was entitled by subrogation to the 10

per cent, payment withheld by the government as

against an assignee of the contractor. This case

and others cited by appellant are predicated upon

the theory that the final payment retained by the

owner in a building contract is to secure the faith-

ful performance of the contract, and that the

surety who was compelled to perform the work,

or pay the claims of labor and material, on behalf

of the contractor in compliance with his obligation

to the owner, is entitled to be subrogated to the

owner's rights in this fund intended as security

to the owner for the performance of the obliga-

tion which has been assumed by the surety. See

Hennhufsen v. U. S. Fid. & G. Co., 208 U. S. 404,

28 S. Ct. 389, 52 L. Ed. 547 ; Riverview State Bank
V. Wentz (C. C. A.) 34 F. (2d) 419; Exch. St.

Bk. V. Federal Surety Co. (C. C. A.) 28 F. (2d)

485; Puget Sound St. Bk. v. Gallucci, 82 Wash.

445, 144 P. 698, Ann. Cas. 1916A, 767; Wasco
County V. New England Equitable Ins. Co., 88

Or. 465, 172 P. 126, L. R. A. 1918D, 832, Ann.
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Cas. 1918E, 656; Duncan v. Guillet, 62 Colo. 220,

161 P. 299; Labbe v. Bernard, 196 Mass. 553, 82

N. E. 688, 14 L. R. A. (N. S.) 457; Road Commis-
sioners V. Southern Surety Co., 216 Mich. 528, 185

N. W. 755; Hackensack Brick Co. v. Bo^^ota, 86

N. J. Eq. 142, 97 A. 725; State ex rel. Southern

Surety Co. v. Schlesinger, 114 Ohio St. 323, 151

N. E. 177, 45 A. L. R. 371.

"In most of these cases the surety had com-

pleted the work agreed to be done by his principal,

but in the case of Wasco County v. New England
Equitable Ins. Co., supra, it is held that the surety

who had i3aid the claims of laborers and material-

men incurred by his principal in a building con-

tract with a county was entitled to subrogation to

the rights of the county in the contract price still

unpaid.

"The principle enunciated in the foregoing

cases is the right of a surety on a building con-

tract to be subrogated to the rights of the owner
in a fund retained by him under the terms of

the contract as security for its performance and

for the payment of labor and material used in

such building. The appellees contend that there

is no room for the application of this principle to

the facts in the case at bar for the reason, among
others, that there is no right upon the part of the

city authorities to withhold from the contractor

any payment, assessments, or bonds or anything

of value to secure the payment of laborers and

materialmen who have performed work upon the

streets of the city which are being improved in

accordance with the statute, and the proceed-

ings and contract undertaken in compliance there-

with. The Supreme Court of California has held
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in Los Angeles Rock & Gravel Co. v. Coast Const.

Co., 185 Cal. 586, 197 P. 941, that there is no

such right to retain the warrant or bonds, and,

consequently, no right of subrogation.

*'Tlie question as to the rights of a surety upon

a contract for street improvement is not a new
one in California. In Adamson v. Paonessa, 180

Cal. 157, 179 P. 880, it was held that, under the

Street Improvement Act of 1911, Stats. 1911, p.

730, the surety upon a bond given for the pay-

ment of labor and material, as required by sec-

tion 19 of that act, who had been compelled to

make payment of claims for labor and material,

was not entitled by subrogation to an interest

in street improvement bonds and money derived

from the contract for the reason that the statute

gave such claimants no interest in or to that

fund. Since that time the statute was amended

to give the laborers and materialmen a lien upon

said assessments and bonds, as more fully shown

in section 19 of the act of 1919 set out in the

note. Appellant's contention is largely based

upon the effect of this amendment giving the

materialmen and laborers a lien on the assess-

ments and bonds, and the consequent claim that

it is entitled to be subrogated to the rights therein

of the materialmen and laborers whose claims it

has paid.

''There is no contention advanced here that the

appellant has acquired any right other than by

subrogation either to the rights of the city or

to the rights of the laboring men and material-

men Avhose claims it has paid. The principle of

the case of Adamson v. Paonessa, 180 Cal. 157,
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179 P. 880, supra, is no longer applicable to the

situation here involved by reason of the amend-

ment of 1919 to section 19, supra, but it is clear

that, if the appellant surety has any right supe-

rior to that of an assignee in the bonds and

assessments resulting from performance of the

work, it is because of such amendment. The

laborers and materialmen filed their verified

claims with the superintendent of streets in ac-

cordance with the provisions of section 19 of

the Street Improvement Act of 1911, as amended

in 1919, thus preserving a lien against the assess-

ment and bonds to be issued to represent the

same. Within 90 days after filing such claim the

laborers or materialmen were authorized to com-

mence action to enforce the lien or, at their elec-

tion, to bring an action against the surety upon

the bond for the payment of laborers and mate-

rialmen. It is clear, we think, under well-estab-

lished principles with reference to mechanics'

liens, that the lien of the laborers and material-

men given by section 19 of the Street Imj^rove-

ment Act, supra, terminates at the end of 90 days,

unless an action is brought for the enforcement

of the lien as therein provided. If the surety,

during the 90-day jDeriod, had paid the claims

rather than await the election of the claimants

as to whether they would bring suit to enforce

their lien or suit to recover from the surety, it

cannot be doubted, we think, that the surety would

be subrogated to their lien upon the assessments

and could have proceeded in their name or in its

own for the enforcement of their rights to tvhich

by its payment it had been subrogated. The
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surety, however, waited for nearly two years be-

fore paying the obligations it had become surety

for and until long- after the rights of the claim-

ants to subject the assessments to their lien had
expired. This delay is fatal to the claim of the

appellant.

**Whatever rights the appellant might have

secured in and to the bonds and assessments by
reason of the prompt payment of the lien claim-

ants has been lost by its delay beyond the period

which required action upon the part of the claim

ants to perfect and continue their lien."

American Surety Co. v. City of Santa Barbara,

supra.

The case just cited disposes of appellee's conten-

tion that it is entitled to any portion of the following

items set forth in the stipulation as to certain facts:

Paragraph 1 (Stipulation as to Facts) $14,380.37

Paragraph 3 (Stipulation as to Facts) 170.75

Paragraph 4 (Stipulation as to Facts) 475.50

Paragraph 9 (Stipulation as to Facts) 28.62

Total $15,055.24

(R. 33, 34, 36, 37, 41.)

Each of the items of expense referred to were ex-

pended in purchasing the claims of creditors of the

bankrupt. None of these claims were ever a proper

charge against the fund held by the County of Ala-

meda for the account of the bankrupt and which was

subsequent to bankruptcy, assigned by the bankrupt

and paid to appellee.
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lY.

ITEMS OF EXPENSE INCURRED FOR THE EXPENSES OF
SURETY COMPANY EXECUTIVES, USE OF CAPITAL EQUIP-

MENT AND INSURANCE CANNOT BE CONSIDERED AS
CHARGES FOR WORK, LABOR, MATERIAL OR SUPPLIES
USED OR CONSUMED ON THE JOB.

(a) The expense items incurred by Messrs. Anderson and Hall.

(R. 36-40.)

In paragraphs 5 and 6 of the stipulation as to cer-

tain facts the appellee attempts to charge the fund

with the travel and living expenses of two attaches of

its claims department. These men were regularly em-

ployed in Los Angeles by the appellee. They were

sent to Oakland to look after the interests of ap-

pellee when it became apparent that the bankrupt

was in difficulty.

Anderson was an attorney. His claim totals

$175.22. His primary business was to protect ap-

pellee, and if anyone else derived any benefit from

his service such benefit was only incidental. It is

submitted that he performed no work or labor that

contributed to the completion of the job.

Hall's case is similar except that he is an engineer

and was appellee's superintendent on the job. But

by what stretch of the imagination can the living and

traveling expenses of a superintendent be a charge

against the job? A claim for his salary would be bad

enough, however, no claim for salary is involved, but

a bill for $866.49 for travel and li^dng expenses for

a period of six or seven weeks cannot be supported.

The appellee maintained a camp on the job which
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was charged to the job but the engineer had to live at

the Hotel Leamington in Oakland.

We submit that not only are these charges not

allowable but that they are unreasonable.

(b) "Voucher No. 1078 Pacific Indemnity Co. $216.98." (Stipu-

lation, paragraph 7.) (R. 40.)

This item is in the nature of a rental charge by

appellee for the use of a Pontiac Automobile which

belonged to the appellee, Pacific Indemnity Company.

It does not ajDpear how or in what manner it was

used on the job, neither does the reasonableness of

the charge appear. It does aj^pear, however, that it

was part of the capital equipment of the contractor

(in this case the surety company) and no claim can be

predicated upon its use.

"Appellee surety company well suggests that

not everything that is furnished to a contractor

who is engaged in the construction of a highway

can be the basis of a claim under his bond * * *

It has been generally held that equipment sold

to a contractor, even though it be used in the

construction of the equipment, is not such ma-
terial as comes within the meaning of the bond
and statute, nor are repair parts for equipment
and repair work thereon such material or labor

as comes within the contemplation of the bond.

Such equipment necessarily is a part of the

capital of the contractor, by the use of which he

performs the work, not only on the improvement
then in hand, but as well the work on other im-

provements both theretofore and thereafter."

Montgomery v. Southern Surety Co., 162 N. E.

31 (Ind.).
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'' 'In order to create liability on the part of

the surety for the purchase price of tools and

appliances under these contract bonds, at least the

following elements we think must be present:

First, the tool or appliance must be purchased

specifically and i)articularly for use in the per-

formance of the particular contract; second, the

use of such tool or appliance must be at least

proper, if not reasonably necessary, in connec-

tion with and about the carrying out of the con-

tract; third, the tool or appliance must be used

in or about the performance of the contract;

fourth, the tool or appliance must he such that it

is reasonably to he expected in the natural course

of events that its normal life for the purpose for

which it teas designed will he practically con-

sumed hy its use in and ahout the performance

of the contract, and in this connection the facts

of each particular case must be taken into con-

sideration.'
"

A. L. Young Machinery Co. v. Cupps, 213 Cal.

210.

(c) Insurance items. (Stipulation, paragraphs 8 (a), (c).)

(R. 40, 41.)

The items objected to were expended for public lia-

bility and proport}^ damage insurance covering trucks

used on the job. The money was not expended for

work, labor, material or supplies used or consumed on

the job. The money was expended solely for the pro-

tection of the appellee, and is not a proper charge

against the fimd.
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(d) "Voucher No. 1078, Cornel Tractor Co. $325.00." (Stipu-

lation, paragraph 10.) (R. 42.)

This item of expenditure was for the i^urchase of

capital equipment, a "bulldozer". It was not con-

siuned on the job. It was given to the bankrupt by

appellee upon the conclusion of the work and sold by

him. This item falls in the same class as does the

item set forth in paragraph IV (b) of this brief.

V.

A DISCUSSION OF THE DECISION OF THE REFEREE.

Before considering the legal conclusions arrived at

by the Referee (and concurred in by the District

Judge) we shall consider certain findings of fact made

by the Referee. These findings are obviously in error

and furnish the foundation upon which the Referee

based his erroneous conclusions.

The first erroneous finding is set forth in the Ref-

eree's certificate, R. p. 23, as follows:

"That in carrying out the terms of said con-

tract it completed said contract in the place and
stead of said J. F. Collins, as aforesaid, said

Pacific Indemnity Company expended and dis-

bursed the aggregate sum of $23,942.61."

If the respondent had in fact expended the sum of

$23,942.61 in the completion of the work contracted

to be performed by the bankrupt it would be entitled

to reimbursement. But such is not the fact. It is so

far from being the fact that even counsel for appellee

has never claimed it to be the fact.
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Appellee's brief before the Referee states the actual

facts concerning the cost of completing the contract.

The following excerpt is from page 2 of said brief:

"The surety received on account of the job a

total of $23,459.75. It expended a total of $23,-

942.61, approximately $7200.00 of which as cost

of completion, and the balance for labor and ma-
terial left unpaid by Collins." (Emphasis ours.)

This statement of counsel is a recapitulation of the

data assembled in appellee's Exhibit 8 in the stipula-

tion as to facts. (R. 33, et seq.)

1. The payment of $1093.04 to appellee within four months of

bankruptcy when the bankrupt was insolvent and appellee

had knowledge of facts pointing- to insolvency created a

preference in favor of appellee.

In the Referee's Certificate (R. 23) the following-

fact is found

:

''That on the 25th day of September, 1929, the

date upon which said Pacific Indemnity Company
received from said J. F. Collins the said smn of

$1,093.04, said Pacific Indemnity Company did

not know that said J. F. Collins was insolvent."

(Emphasis ours.) (R. 23.)

This finding is positively negatived by a stipula-

tion of the parties set forth in the Referee's certifi-

cate (R. 45), which follows:

''That on September 25, 1929, it became known
to Pacific Indemnity Company that Collins was
in financial difficulties and was not going to fin-

ish the contract; that on said 25th day of Sej)-

tember, 1929, Pacific Indemnity Company be-

gan the work on the job, and from then on said
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company furnished the material and labor there-

on; that from said 25th day of September, 1929,

Pacific Indenmit}^ Company paid the bill for such

labor and material." (R. 45.)

The record clearly shows that the bankrupt was

insolvent on September 25, 1929; he has ceased work

two days prior to that time and his schedules show

that he was insolvent. No evidence was introduced to

contradict the evidence contained in the schedules.

(R. 94.) Appellee had knowledge of the financial dis-

tress of the bankrupt when it took the money. Knowl-

edge of insolvency was therefore imputed to appellee.

The payment was therefore preferential.

9 Remington on Bcmkymptcy, sec. 1820.

It is at once obvious that the Referee found contra

the admitted facts. The payment in question is a

voidable preference and the Referee having jurisdic-

tion of the parties can charge and should have charged

appellee with the sum so collected.

In the Referee's certificate (R. 23) is the following

finding or observation:

''That on the 8th day of October, 1929, an in-

voluntary petition was filed against said J. F.

Collins by Jenison Machinery Company, a corpo-

ration, Mueller Bros., a coj)artnership, and Robert
O. Bossinger, and thereafter and on the 26th day
of November, 1930, said J. F. Collins was adjudi-

cated a bankrupt. '

'

The Referee seems to infer that some negligence

or ulterior purpose is the delay. An examination of the

record will disclose the fact that the Marshall was
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finally when process was served the bankrupt was

located in the mountains of Tuolumne County. (R. 94.)

But even if counsel should have been guilty of unneces-

sary delay, there is no show of injury sustained by

appellee. The Referee is not without fault in this

matter—this matter was under submission for nine

months before a decision was rendered, and thereafter

a period of five months elapsed before the certificate on

review was prepared.

The Referee seems to lay some stress on the fact

that no restraining order was issued in this case re-

straining the appellee from completing the work or

collecting the money. It is a sufficient answer to state

(1) that the rights of the parties were fixed by law as

of the date of the filing of the petition; (2) the ap-

pellee was solvent; and (3) the work was completed in

approximately thirty days after the filing of the peti-

tion. An injunction proceeding, under the circum-

stances would have been unnecessary litigation and

would have done more harm than good.

2. The assignment of June 11, 1929, as considered by the

referee.

The e]'ror of the Referee is at once obvious when we

read in his certificate

:

"Unquestionably, under the law, the assignment

as of June 11, 1929, tvas and is valid." (R. 51;

emphasis ours.)

This is the second time that the Referee has so held.

The Circuit Court of Appeals, however, upon a prior
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appeal in this same case held that this same assign-

ment was and is void and of no eifect so far as the

right of appellee in and to the fmid in question is

concerned.

"The assignment [of June 11th, 1929] being

for security, and having taken no steps to rea-

lize on that security or to reduce it to possessions

prior to the filing of the petition, the appellee

(respondent here) cannot thereafter secure pay-

ment of its debt by taking possession of the

security." (Matter in parenthesis ours.)

Street v. Pacific Indemnitij Co., 61 Fed. (2)

106.

This is the law of the case so far as the assignment

in question is concerned.

To make assurance doubly sure let us consider the

case

In re Borok (C. C. A. 2nd), 50 Fed. (2) 75,

upon which the decision in the case of

Street v. Pacific Indemnity Co., supra,

is based.

The case of In re Borok, supra, was concerned, as

is the instant case, with the validity of an assign-

ment made under and surrounded by facts similar

to the facts disclosed in the cited portion of the case

of Street v. Pacific Indemnity Co., supra. The Cir-

cuit Court of Appeals held the assignment to be

void.

"Having found that the bankruptcy court had
jurisdiction to determine claims to the accounts

outstanding on the date of the petition in bank-
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ruptcy, we pass to the validity of the assign-

ment to Mayerson. Under the doctrine of Bene-

dict V. Ratner, 268 U. S. 363, 45 S. Ct. 566, 9 L.

Ed. 991, the assignment was void and ineffective

to create a lien on the accounts receivable. There

is no dispute that the assignor retained com-

plete dominion over them. It is argued that he

was obligated to substitute new accounts for

those collected, but neither the terms of the agree-

ment nor the conduct of the parties bear out

any such contention. It is futile to talk of sub-

stitution where the assignor had agreed to as-

sign, and did assign w^eekly, all newly created

accomits without regard to how much he collected

on those previously assigned. Hence the order

appealed is conect in so far as it requires the

appeUants to turn over to the trustee the un-

collected assigned accounts and to account for

moneys collected' suhsequent to the filing of the

bankritptcy petition/' (Emphasis ours.)

In re Borok, 50 Fed. (2) 75, 77, 78.

The assignment of June 11, 1929, was and is "void

and ineffective" and the Referee was in error when

he held otherwise.

3. The doctrine of subrogation as applied by the referee.

The Referee attempts to apply the doctrine of sub-

rogation in this case.

"Here, then, in the instant proceeding, is one

as to which the law of subrogation applies, and,

inasmuch as 'The law of the state wherein * * *

the contract is made and is to be perfoi-med must
govern in bankruptcy courts' * * *." (R. 51.)
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If the Referee bases this right of subrogation on

the assignment of June 11, 1929, we submit that he is

in error as respondent can base no rights on this

assignment because

''The assignment [of June 11th, 1929] being

for security, and [appellee] having taken no
steps to realize on that security or to reduce it

to possession prior to the filing of the petition,

the appellee cannot thereafter secure payment of

its debt by taking possession of the security."

(Matter in brackets ours.)

Street v. Pacific Indemnity Co,, 61 Fed. (2)

106.

This is the law of the case.

On the other hand, if the Referee bases this right

of subrogation on the principles of equity, we are

in accord with his statement of the doctrine, but re-

spectfully submit that he has fallen into error in

its application.

The general law of California covering subroga-

tion is set forth by the Referee in his certificate on

page 52 of the record and we accept it in principle

and quote the material portion thereof:

''Section 2847 of the Civil Code of the State

of California provides

:

" 'If a surety satisfies the principal ohlic/a-

tion, or any part thereof, whether with or with-

out legal proceedings, the principal is hound to

reimhurse tvhat he has dishursed, including neces-

sary costs and expenses; hut the surety has no
claim for reimbursement against other persons,
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though they may ha^e been benefited by his act,

except as presoibed by the next section/ (Em-
phasis ours.)

''The next section—section 2848 of said Civil

Code—reads as follows:

" *A surety upon satisfying the obligation of

the principal is entitled to enforce every rem-

edy which the creditor then has against the

principal to the extent of reimbursing what he

has expended, and also to require all his co-

sureties to contribute thereto, without regard

to the order of time in which they became

such.' (Emphasis ours.)

"As was said by Kerrigan, J., in Alien v.

Freear, 50 Cal. App. 645, 647

:

" 'When a surety has paid the debt of his

principal he has the right to be subrogated

to the remedies and rights which the creditor

had with whom he has settled. (Civ. Code, sec.

2848, 37 Cyc. 415, 416.)'

"See, also, the opinion of the same learned

judge, speaking for the United States District

Court for the Northern District of California, in

T. H. Mastin & Co. v. Pickering Lumber Co.,

2 F. Supp. 605. He said, 'It is the rule in Cali-

fornia that a surety who pays the debt of his

principal is subrofjated to all the rights and

priorities of the creditor. 23 Cal. Juris. 991

;

Pond V. Daugherty, 6 Cal. App. 686, 92 P. 1035;

Orem v. Wrightson, 51 Md. 34, 34 Am. St. Rep.
286'."

(R. 52.)
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To the foregoing- we would add the following gen-

eral rules governing the right of subrogation:

''The subrogee can work out his rights only

through the creditor, and consequently his rights

are limited by those of the creditor and he can

enforce no rights that the creditor could not

enforce/'

5 Pomeroy's Eq. Juris., 4th Ed., sec. 2349,

page 5198.

"The subrogee is, in general, entitled to stand

in the shoes of the creditor, and to enforce every

right which the creditor could have enforced, so

far as necessary to secure reimbursement or con-

tribiition/'

5 Pomeroy's Eq. Juris., 4th Ed., sec. 2351, page

5203.

We think that it will be at once admitted that a

subrogee is substituted to the rights of the creditor

paid off only to the extent necessary to reimburse the

subrogee for the amount paid. In other words, the

subrogee cannot make a profit out of the transaction.

The following note contained in

5 Pomeroy's Eq. Juris., 4th Ed. page 5203,

note 114,

sustains our contention:

''In all cases, of course, the subrogee can en-

force the rights no further than is necessary for

its own reimbursement. He cannot make a profit

at the expense of the principal."
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Under the faithful performance bond, the appellee

expended approximately $7200.00 for the completion

of the job. It was entitled to look to the fund re-

tained by the County of Alameda for reimbursement,

but under the authorities, it is not entitled to reim-

burse itself out of these funds for other expenses in-

curred on account of its principal under other bonds.

For reimbursement for funds paid to materialmen

respondent must predicate its rights upon the state

law governing subrogation for such payments. The

materiahnen paid by appellee did not perfect their

claim to the fund retained by the County of Alameda

and therefore had no claim on the fund. The ap-

pellee has no greater right. This is settled by a long

line of decisions in this state culminating in the

case of

Adam son v. Paouessa, 180 Cal. 157.

This case was adopted as the law in this Circuit

in the case of

American Surety Co. v. City of Santa Bar-

hara, 56 Fed. (2) 769.

Certiorari was denied by the Supreme Court of

the United States.

In both cases last cited the cases of

Prairie State Natl Bk. v. U. S., 164 U. S.

227; and

Henningsen v. U. S., 208 U. S. 404,

were relied on in support of the contention advanced

here by the Referee and the ai^pellee. The contention

was overruled as must be done in this case.
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SUMMARY.

It is respectfully submitted that appellant is en-

titled to an order directing the appellee, Pacific In-

denniity Company, to turn over to him the sum of

$23,459.75, subject, however, to a lien for the follow-

ing items described in the stipulation as to facts,

to wit

:

Paragraph (2) (R. 35) $3,399.85

Paragraph (3) (R. 36) 269.13

Paragraph (4) (R. 37) 3,360.91

Paragraph (8), (b) (R. 41) 39.00

Paragraph (8), (d) (R. 41) 104.74

Paragraph (9) (R. 41) 28.62

Total $7,202.25

Said lien to be discharged in the course of the bank-

ruptcy proceedings.

Dated, San Francisco,

April 24, 1935.

Clarence A. Linn^

Attorney for Appellant.
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STATEMENT OF FACTS.

On June 11, 1929 Collins entered into a contract

with the County of Alameda for the improvement of

a portion of the Hayward-Redwood Canyon Road.

By the terms of the contract Collins agreed to perform

the work, to furnish the labor and material necessary,

and upon com])letion to deliver the work, or structure.

He agreed also, by the tei'ms of the contract, to fur-

nish bond guaranteeing his payment of labor and

materials. Ajjpellee executed this bond and also the

completion bond which guaranteed the performance

l)y Collins of ''all things to be carried out, executed

and performed according to the terms and conditions



of said contract." Collins started the work and about

September 25, 1929 he quit. Appellee surety company

entered upon the job, jjhysically performed the re-

maining work left imdone by Collins, supplied the la-

bor and materials from September 25th until on No-

vember 5, 1929 appellee completed the job.

On November 15, 1929 George A. Posey, county sur-

veyor, wrote to appellee expressing his appreciation of

the fact that ap])ellee had ''stepped into the breach

and finished the work in so satisfactory a manner"

and especially commending the work of W. J. Hall

"who was constantly on the job." (Respondent's Ex.

No. 9, as of March 15, 1933, Trai^script p. 92.)

The petition in involuntary bankruptcy was filed

October 8, 1929. Adjudication was not had until

November 26, 1930. (Tr. p. 94.) The trustee was

elected January 7, 1931. (Tr. p. 2.) No application

was made for a])pointment of a receiver nor other

action taken bv creditors for exercising an election

to assiune and complete the bankrupt's executory con-

tract unfinished at the moment of bankruptcy. In fact

it appears that the creditors expressly decided not to

take action but to stand by and await completion by

the bonding company and accounting as to possible

profits. Under date October 16, 1929 the Creditors'

Committee by Clarence A. Limi, chairman, and Earle

G. Lloyd, addressed a communication "To the Credi-

tors of J. F. Collins" wherein it is stated:

"As to the profits to be realized on the Red-
wood Canyon jol), we are not in a i)osition to base

a conjecture at this time and we prefer not to

make a conjecture for the reason that we are



informed that job will be completed within three

weeks and upon the completion of the job, we

wdll be in a jjosition to approximate profits, if

any, which will be realized for the benefit of the

general creditors.
'

'

And again

:

"As has been stated in previous letters from

Mr. Linn, the Pacific Indemnity Company will be

responsible for the materials and supplies used

on the Redwood Canyon job."

And again:

"It is the intention of your committee to per-

mit matters to remain in status quo until the

completion of the Redwood Canyon job and the

Bechtel job. We can do this with safety to all of

the creditors for the reason that the filing of the

petition in bankruptcy will maintain the status

quo and no rights of the general creditors to be

lost." ("Objecting Creditors' Exhibit No. 1 and
No. 2"; Tr. p. 101.)

The surety received on account of the job a total of

3,459.75. It expended a total of $23,942.61, $7202.25

thereof as its own cost of labor and material on com-

pletion, and the balance in discharge of all the labor

and material bills left unpaid by Collins on the job,

and for supervision and incidental expenses of com-

pletion. The trustee concedes the right of appellee to

the sum of $7202.25 expended for labor and material

on completion, but contends that the appellee should

pay over to the trustee foi* general administration the

balance of the money received by the appellee from the

county.



By performing its obligation the surety relieved the

estate of more than $15,000.00 in claims left unpaid

by the bankrupt. The estate has no indebtedness from

this job. Had there been any surplus the estate would

have been entitled to such profit, but there was none.

The creditors of the bankruj^t estate are general credi-

tors of Collins with claims wholly uncomiected with

the job in question. All claims on that job are paid.

All moneys from that job were necessarily expended

in its completion and in pa^inent of the work and

labor sux)plied on that job. The claim of the trustee

that the surety companj^ be now ordered to pay some

fifteen or sixteen thousand dollars a second time, is

lacking alike in justice and in legal foundation.

AN EQUITABLE CHARGE.

The fund in question was produced or at least ren-

dered available, by the acts of appellee. Had appellee

failed to complete the unfinished work, the county

would not have paid the moneys to Collins. By its

completion of the job and thereby creating the asset,

appellee acquired an equitable lien or charge upon

tlie fund to the extent of the moneys expended, an

equitable right to reimbursement.

In HiirUij, Trustee in Bankruptcij v. A. T. & S. F.

Railway, 213 U. S. 126, the Court says at page 132,

quoting from In re Chase, 59 C. C. A. 629:

''It is settled that a trustee in bankruptcy has

no equities greater than those of the bankrupt,

and that he will be ordered to do full justice,

even in some cases where the circnunstances would



give rise to no legal I'ight, and, perhaps, not

even to a right which could be enforced in a court

of equity as against an ordinary litigant."

And at page 133, quoting from Thompson v. Fair-

banks, 196 U. S. 516, the Court says

:

"Under the present bankrupt act, the trustee

takes the property of the bankrupt, in cases un-

affected by fraud, in the same plight and condi-

tion that the bankrupt himself held it, and sub-

ject to all the equities impressed uj)on it in the

hands of the bankrupt, except in cases where there

has been a conveyance or encumbrance of the

property which is void as against the trustee by
some positive provision of*the act."

And. again at page 134 the Court says

:

''The equitable rights of the i)arties were not

changed by the commencement of bankruptcy
proceedings. All obligations of a legal and equi-

table nature remained undisturbed thereby."

In Matter of Max Goldman, petition of National

Cash Register Co., 23 A. B. R. 497, 174 F. 579 (C. C. A.

6th Circuit, 1909) the Court says, page 500:

"The terminology of the common law where a

lien is spoken of is inadequate to describe a large

class of rights in or to a subject arising from the

express or implied contracts of parties which are

recognized and enforced in courts of equity."

In Society of Shakers v. Watson, 68 F. 730 (Circuit

Court of Appeals 6th Circuit, 1895) the Court says

at page 739

:

"Rights in equity equivalent to liens may arise

mider various circmnstances. Thus, real or per-



sonal estate may be charged by an agreement,

express or implied, creating a trust which equity

will enforce." Snell, Eq. (2d Ed.) 274. "In courts

of equity the term 'lien' is used as synonymous

with a charge of incumbrance upon a thing, where

there is neither jus in re, nor ad rem, nor posses-

sion of the thing. The term is applied as well to

charges arising by exi:)ress engagement of the

owner of property, as to a duty or intention im-

plied on his part to make the property answer-

able for the specific debt or engagement. Mr.

Justice Erie once remarked (Crunsdon v. Allard,

2 El. & El. 27) that 'the words ''equitable lien"

are intensely midefined.' It is necessarily the case

that something of vagueness and uncertainty

should attend a doctrine that is of such wide and

varied aj^plication as is this of equitable lien ; and

yet the principles are as well defined as other

equitable principles, and their ai)plication to cer-

tain well-established classes of liens is well set-

tled. To apply them to that undefined class of liens

which arises from the contracts of parties may be

more difficult, because these liens are as various

as are the contracts, and precedents which exactly

apply may not be found. This wide application of

the doctrine is one element of the importance of

this branch of equity jurisprudence." 1 Jones,

Liens, 28.

In Wilsou V. Duncan, 21 A. B. R. (N. S.) 743 (C. C.

A. 5th Circuit, 1932), 61 F. (2d) 515, the Court says at

page 744:

"Of course an involuntary assignee, like a trus-

tee in bankruptcy, occupies no better position than

a voluntary assignee, for all obligations of a legal

and equitable nature except those expressly af-



fected by the terms of the act, remain undis-

turbed by bankruptcy. Hurley v. Atchison, Topeka

& Santa Fe R. R., 213 U. S. 126; Beacon Trust

Co. V. Dolan, 27 F. (2d) 247; In re Ideal Up-
holstering Co., 28 F. (2d) 791."

In Matter of Gamble, 7 A. B. R. (N. S.) 540 (Dis-

trict Court, Pennsylvania, 1926), 14 F. (2d) 847, the

Court says at page 543:

"The rights and remedies of the trustee in

bankruptcy are determined by the conditions at

the time the petition is filed. While it is provided

under section 47-a that as to all property coming

into the bankruptcy court, the trustee 'shall be

deemed vested with all the rights, remedies and

powers of a creditor holding a lien by legal or

equitable proceedings thereon,' this does not en-

title him to claim any higher rights than those

which existed against the bankrupt when the peti-

tion was filed. All the ecjuities against the bank-

rupt and all the liens and rights w^hich existed

against him at that time can be asserted against

his trustee. Keeble v. Deere Plow Co., 190 F.

1019 ; In re Brown Wagon Company, 224 F. 266

;

Bailey v. Baker Ice Company, 239 IJ. S. 268."

In re Mason, Ciirley, Brady, Inc., 12 A. B. R.

(N. S.) 691 (District Court, Maryland, 1928), 28 F.

(2d) 981, the Court says at pages 696-7:

"It is, of course, the duty of the bankruptcy
court to see that there is surrendered to the trus-

tee every interest of whatsoever kind to which
the bankrupt himself is entitled, to the end that

general creditors are protected to the greatest pos-

sible extent, but in doing so, the court is not per-

mitted to ovei-ride the clear equities of other par-
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ties and to remove them from a preferred position,

which is not otherwise subject to attack mider any

provision of the Bankruptcy Act, and to relegate

them to an inferior position merely because it

would be advantageous to the estate as a whole so

to do."

SUBROGATION.

It is a well recognized principle of equity that a

surety, under circumstances such as exist in this case,

is entitled to be subrogated to the rights of the county.

The funds retained by the comity from Collins are,

in the eyes of the law, retained as much for the pro-

tection of the surety as for the protection of the

county. The surety has an equitable lien upon the

fund, which lien attaches as of the date of its bond.

This principle has been applied to such cases by the

Supreme Court and by Courts of Appeal in our own

and other circuits.

Prairie State Bank v. United States, 164 U. S.

227, 233;

^'That a stipulation in a building contract for

the retention, until the completion of the work,

of a certain portion of the consideration is as

much for the indemnity of him who may be guar-

antor of the performance of the work as for him
for whom the work is to be performed; that it

raises an equity in the surety in the fimd to be

created and that a disregard of such stipulation by
the voluntary act of the creditor operates to re-

lease the sureties, is amply sustained by author-

ities."



Henningsen v. V. S. Fidelity & Guaranty Co.,

143 Fed. 810, (C. V. A. 9th Circuit, 1906)

page 814

:

''Where, as in the Prairie State Bank and the

Rimdle Cases, supra, the surety is compelled to

make good the default of his 7)rincipal as respects

the government, the surety is, as was distinctly

held in those cases, entitled to be subrogated to

the lights of the government. Uijon precisely the

same principle the surety is entitled to be subro-

gated to the rights of the laborers and material-

men, where, as in the present case, it is compelled

by reason of the obligations of the bond to pay
them for labor and material because of the default

of its princijjal. That right of subrogation relates

back, as was held by the Supreme Court in

Prairie State Bank v. United States, supra, to the

time the contract of suret.yship was entered into.

See, also, First National Bank of Seattle v. City

Trust Safe Deposit Surety Co., et al., 114 Fed.

529, 52 C. C. A. 313; Richards Brick Co. v. Roth-
well, 18 App. D. C. 516."

The case was affirmed by the United States Supreme

Court, 208 U. S. 404, where the ('ourt says, page 410:

''The Guaranty Company was surety on that

contract. Its stipulation was not merely that the

contractor should construct the buildings, but that

he should pay promptly and in full all persons
supplying labor and material in the prosecution
of the work contracted foi*. He did not make this

payment, and the Guaranty Com])any, as surety,

was compelled to and did make the payment. Is

its equity superior to that of one who simply
loaned money to the contractor to be by him used
as he saw tit, either in the performance of his
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building contract or in any other way ? We think

it is. It paid the laborers and materialmen and

thus released the contractor from his obligations

to them, and to the same extent released the

Grovermnent from all equitable obligations to see

that the laborers and supply men were paid. It

did this not as a volunteer but by reason of con-

tract obligations entered into before the com-

mencement of the work."

In the Matter of Scofield, 32 A. B. R. 817, 215

Fed. 45 (C. C. A. 2d 1914), p. 50:

''The Supreme Court in Prairie State Bank v.

United States, 164 U. S. 227, held that a stipula-

tion in a building contract for the retention until

the completion of the work of a certain portion

of the consideration is as much for the indemnity

of him who may be guarantor of the performance

of the work as for him for whom the work is to

be performed, and that it raised an equity in the

fund to be created. In accordance with this doc-

trine the equity of the Fidelity Company in this

reserved fimd cannot be successfully questioned.

And the fact is quite inmiaterial that the contract

which the Scofield Company made with the gov-

ernment provided simply for the retention of the

fund mitil the completion of the work. A similar

])rovision existed in the contract in the Prairie

State Bank case but that fact did not prevent

the Supreme Court from regarding the reserved

fund as witliheld for the benefit of the surety

as well as for the protection of the govermnent.

The doctrine of that case was reasserted by the

Supreme Court in Henningsen v. United States

Fidelity & Guaranty Company, 208 U. S. 404.

These cases show that the equity of the surety
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who pays the debts arising luider the contract will

take precedence of any assignment of funds due

from the government made by the contractor. A
fortiori the equity of the surety must take prece-

dence of the general creditors."

CASES CITED BY THE APPELLANT.

Comisel cites Adamson v. Paonessa, 180 Cal. 157;

American Surety Co. v. City of Santa Barbara, 56

Fed. (2d) 769, which last case follows Los Angeles

Rock d' Gravel Co. v. Coast Construction Co., 185 Cal.

586.

Each of these three cases arises under and relates

to the statutes governing street improvement by cities,

"The Vrooman Act" (Stats. 1885, p. 147, Deering's

General Laws, 1931, Act 8194, p. 4422) and ''The Im-

provement Act of 1911" (Stats. 1911, p. 730), Deer-

ing's General Laws, 1931, Act. No. 8199, p. 4519). An
analysis of these two acts (and they are identical as to

the points here material), shows that, as stated by the

Court in Los Angeles Rock & Gravel Co. v. Coast

Construction Co., supra, page 591

:

"The Vrooman Act provides a comprehensiA^e,

self-sufficient, and exclusive plan for the improve-

ment of streets, etc., which covers not only the

doing of the work and the protection of labor-

ers, materialmen, the city, and owners of prop-

erty, but likewise provides a complete and com-
prehensive scheme for tlie payment of the

contractor.
'

'

The statute popularly known as "The Improvement

Act of 1911" (Stats. 1911, p. 730, Deering's General
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Laws, 1931, Act No. 8199) provides that whenever in

the opinion of the city council the public interest or

convenience may so require, the council is authorized

to order street work done (Sec. 2), and may make

the expense of such work chargeable upon a district to

be assessed to pay the cost and expense thereof. (Sec.

4.) The city coimcil, after the passage of the resolu-

tion of intention and posting of notices and hearings,

acquires jurisdiction to order the proposed improve-

ments. (Sec. 7.) The owners of three-fourths of the

frontage may elect to take the work and enter into

a contract therefor. All such work is to be done

subject to regulation ])y the city council. If the owners

do not so elect it becomes the duty of the superin-

tendent of streets to enter into a contract for the w^ork.

(Sec. 12.) Although the superintendent of streets is

authorized to make all written contracts and all work

must be done under the supervision of the superin-

tendent of streets or the city engineer, the Act pro-

vides. Sec. 18

:

"Said contract shall contain also express notice

that, in no case, except where it is otherwise pro-

vided by law or the city charter will the city,

or any officer thereof, be liable for any ])ortion

of the expense, nor for any delinquency of per-

sons or property assessed.''

Any laborer or materialman whose claim has not

been paid by the contractor shall have a first lien

upon the assessment and bonds issued to represent any

assessment. (Sec. 19.) The expenses incurred for any

work shall be assessed u]:)on the lots fronting thereon,

each lot being separately assessed in proportion to the
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frontage. (Sec. 20.) The warrants are delivered to the

contractor and by virtue of the warrant the contractor

is authorized to receive the amount of the several

assessments made to cover the sum due for the work

performed. (Sec. 23.) The contractor may sue in his

own name the owner of the land and recover the

amomit of any assessment remaining unpaid. (Sec.

27.) The street improvement bonds provide that they

are issued to represent the cost of certain street work,

that the amount is the amount assessed against the

lot referred to in the bond, that it is a lien upon the

property affected, that the bond is payable exclusively

from said fund and that neither the municipality or

any officer thereof is liable for payment. (Sec. 63.)

''The Voorman Act" provides:

In Section 7 that the expenses incurred for

any work authorized shall be assessed upon the

lots and lands fronting thereon.

In Section 9 for a w-arrant which authorizes the

contractor to demand and receive the assessments.

Section 12 authorizes the contractor to sue the

owner.

The statute here involved under wdiich the contract

between the county and Collins was made is the Pub-

lic Works Act of 1919. (Stats. 1919, p. 487, Deering's

General Laws, 1931, Act No. 6423, p. 3680.) The fun-

damental distinction between the City Street Lien

Statutes and the Public Works Statute is an obvious

one, that imder the Street Lien Statutes, the city,

which lets the contract, does not pay the bill, while

under the Public Works Statute the coimty which lets
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the contract does pay the contractor out of county

funds. Under the Public Works Statute, therefore,

there is and under the City Street Lien Statutes there

is not, a fund applicable to the pajonent of the con-

tractor for his work; a fund against which the equi-

table lien of subrogation can attach. To apply this

distinction to the Collins case. Under the Public

Works Statute the surety is sul)rogated to the rights

of the county, including subrogation to the equitable

lien of the county in the reserved fund in the hands

of the county for the purpose of paying for the com-

pleted work. Had that work been done under the City

Street Improvement Act then, in that event, the surety

would have no right of subrogation to the rights of

the city because the city was not the obligee and be-

cause the city held no fund applicable to the payment

of the contractor. The only right of subrogation vested

in the surety imder the City Street Lien Acts would

be that of subrogation to the rights of the laborers, ma-

terialmen and sub-contractors whose bills it might

have paid. What fliose rights are, clearly ai:)pears from

the statute; a right of lien upon the assessment and

bonds issued to represent any assessment (Sec. 19),

a right to pursue the A^arious individual property owtl-

ers, pro rata according to their frontage, a right which

evidently would be lost upon failure to fully comj^ly

with the statutory requirements as to ]>rocedure in

tiling their claim and in bringing suit thereon within

the statutory time.

This is not all. The surety in the Collins case is sub-

rogated both to the rights of the county obligee and

also to the rights of the materialmen and laborers
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whose claims it has paid. These rights of the material-

men and laborers, to which the surety is subrogated,

are fmidamentally different under the Public Works

Act and under the City Street Lien Statute. Under

the Street Lien Statutes the laborer, materialmen or

sub-contractor, upon filing lien notices, can sue within

the prescribed time to enforce their lien upon the as-

sessment and bonds. Under the Pu])lic Works Statutes,

upon filing his stop notice, the laborer or materialman

acquires an equitable lien or equitable garnishment

upon the fund.

Bates V. Santa Barbara, 90 Cal. 543.

The distinctions we are here making are thoroughly

recognized by and form the basis of the decisions in

the cases referred to.

Adamson v. Paonessa, 180 Cal. 157, holds that Sec-

tion 1184 C. C. P. does not apply to the proceedings

under the Vrooman Act. The (^ourt says, page 162, re-

ferring to Section 1184 C. C. P.:

''This j)rovision is clearly applicable only to

cases where the contractor is to be paid either

by the owner of the property upon which the

w^ork is done, or by the person, public or private,

by whom the contract was made. It cannot be

applied where payment is not to be made in that

manner, but is to be made by a number of differ-

ent persons not parties to the contract, each of

whom pays independently his separate share of

the amount due.

''Right here also lies the difference between

the present case and th(^ line of authoi'ities cited

by ap])llant's covmsel, beginning with Prairie

State National Bank v. United States, 164 U. S.
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227. In those decisions the facts arc essentially

the same as in this, with the exception that either

by statute or by the contract itself, a fimd was in

effect reserved for the benefit of materialmen and

laborers whom the contractoi' might fail to pay. In

other words, the materialmen and laborers had a

right as against a certain fund in addition to any

recovery against the contractor or his surety. Un-
der such circumstances if the surety paid their

claims he would be subrogated to their rights

against such fmid. Such, however, is not the

case here, as there is no fund against which the

materialmen and laborers have a right."

By Section 19 as amended in 1919, a lien is created

in favor of laborers and materialmen upon the assess-

ments under the Vrooman Act. This amendment creat-

ing the lien was enacted subsequent to the decision in

Adamson v. Paonessa.

In Los Angeles Roclx <& Gravel Co. i\ Coast Con-

struction Company, 185 Cal. 586, the contract was for

street work under the Yrooman x\ct. The Court ex-

pressly points out at page 590:

"There is no provision for the withholding of

the warrant mitil the claims of the materialmen

and laborers have been discharged. * * * There

is no provision which gives such claimants any
right or lien, equitable or otherwise, upon money
or bonds coining to the contractor. In ])articular

there is no provision in the act authorizing or

permitting the retention by the nnmicipality, or

by the owners whose lands ai'e assessed, of any-

thing which may be due the contractor in order

to 2:>ay the claims of materialmen oi* laborers, or



17

permitting the deduction of the amount of such

claims from anything that may be due the con-

tractor.
'

'

In Maryland Camaltij Company v. Shafer, 57 Cal.

App. 580 (petition for rehearing denied by the Su-

preme Court 1922), it appears that the County of

Tulare made a contract with Shafer for the construc-

tion of a highway. Shafer completed the contract but

failed to pay many claims for labor, material and

supplies used in the work. He also made assignments

to various persons of sums to become due under the

contract. The surety brought action against the comity,

the contractor, and all the claimants. The county paid

into court some $13,000.00 balance due mider the con-

tract. The Court found that some $14,000.00 in claims

had been filed with the Board of Supervisors and

that the claimants had filed cross-complaints and were

entitled to judgment. The judgment of the court fur-

ther provides that upon payment of these claimants

by the surety company the surety company is entitled

to payment out of the fund of $13,000.00 deposited by

the county. Thompson Brothers were denied relief and

appealed. The Court held that Thompson was not en-

titled to participate and not entitled to a judgment

against the surety company, he having failed to file

a stop notice but had taken from the contractor an

order or assignment for the amoimt of his claim.

Thompson claimed that the surety company had no

right or equity in the fund reserved in so far as it

had been assigned by the contractor. The Court says,

page 583,
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"In support of" such contention appellant relies

on the cases of Adamson v. Paonessa, 180 Cal.

157 (179 Pac. 880), and American Surety Co. v.

Empire Securities Co., 185 Cal. 586 (197 Pac.

941). The first case relates to a contract for street

work under the Improvement Act of 1911 (Stats.

1911, p. 730), and the latter to similar work mi-

der the Vrooman Act (Stats. 1885, p. 147). In
neither case did the contract provide for a reserve

fund as in the case at bar. In Adamson v. Pao-

nessa, supra, this distinction is clearly pointed

out by the court. The j)rovision of the contract

for the retention of twenty-five per cent of the

value of the work until the completion thereof

became a part of the contract of suretyship and

was as much for the indemnity of the surety as

for the county. (Prairie State Bank v. United

States, 164 U. S. 227 [41 L. Ed. 412, 17 Sup. Ct.

Rep. 142, see, also, Rose's U. S. Notes].) The fur-

ther provision for retention by the county of suf-

ficient funds to pay claimants who filed verified

claims was equally a part of plaintiff's contract

and was for the protection of the surety as much
as for that of claimants. To the extent that such

X^rovision was observed, the liability of the surety

was lessened. The fund retained was beyond the

control of Shafer and no assii^iment by him could

prejudice the rio-hts of the parties for whose

benefit the fund was created. To hold otherwise

would be to nullify the stipulation of the contract

for the retention of the fund and to destroy the

security intended for the benefit of claimants

bringin,i2; themselves within its terms as well as

for the protection of the surety. (Wasco County

V. New Eng-land Equitable Ins. Co., 88 Or. 465;

In re Scofield Co., 215 Fed. 45; Derby v. United
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States F. & G. Co., 87 Or. 34; Henningsen v.

United States F. & G. Co., 208 U. S. 404; Colum-

bia Di,£>ger Co. v. Rector, 215 Feci. 618; Green-

ville Bank v. Lawrence, 76 Fed. 545.)"

See also the companion case of Maryland Casualty

Company v. Shafer, 57 Cal. xipp. 585; appeal of

Ijindsay National Bank.

Castro V. Malcolm, 66 Cal. App. 635 (petition for

rehearing by Supreme Court denied 1924).

The County of Kern made a contract with the Coast

Construction Company for highway construction. The

American Surety Company executed a bond for faith-

ful performance and also a second bond as security

for materialmen and laborers. The agreement provided

for progress payments to the extent of 75% and the

retention by the comity of 25% until 35 days after

final completion. The Empire Securities Company

loaned money to the contractor upon security of an

assignment of all the right, title and interest of the

contractor in and to the moneys that might become

due and payable under the contract. The contractor,

after part performance, abandoned and discontinued

the work. At the time of the abandonment four esti-

mates, aggregating some $20,000.00, had been paid and

a fifth estimate had been approved amounting to some

$3800.00, but remained unpaid. At the time of the

default the county had in its possession about $8000.00

in retained percentages as well as other sums of money

due and to become due the contractor. The surety paid

off over $15,000.00 to materialmen and laborers on

account of the contract. The comity paid some $2000.00
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to the persons who finished the work and the Court

awarded the balance of the $8000.00 to the Surety

Company on its right of subrogation as against the

claim of the Finance Company under its assignment.

The Court said, page 641

:

"It is by virtue of this assignment of the fifth

estimate that the Securities Company claims to be

entitled to the sum of $3867.25, as hereinbefore

stated. To support its contention the appellant re-

lies upon the cases of Los Angeles Rock and

Gravel Co. v. Coast Construction Co., 185 Cal.

586 (197 Pac. 941); Slayden v. O'Dea, 182 Cal.

500 (189 Pac. 1066) ; Adamson v. Paonessa, 180

Cal. 157 (179 Pac. 880) ; Hunt v. Empire Securi-
• ties Co., 50 Cal. App. 43 (194 Pac. 744). These

cases, however, have no apX-)lication to the issues

presented to this court for decision. In those cases

the contracts were awarded under the provisions

of the Vrooman Act (Stats. 1885, p. 147), or the

Improvement Act of 1911 (Stats. 1911, p. 730),

contain no provisions as to the retention of any

portion of the contract price, and also were in-

stances in which the contracting parties had no

rights in any portion of the amomit agreed to be

paid to which a surety upon performance could

be subrogated. In the case at bar the comit}^ of

Kern had control and in its treasury the entire

sum agreed to be paid to the contractor and the

provisions of the contract not only gave the comity

the right to withhold twenty-five per cent of the

stipulated amount to be paid as compensation for

the proposed improvement, but also had the right

in the event of the abandonment of the contract

l)y the contractor, to use any moneys due or to

become due on the contract to complete the work
that might be left undone by the contractor.

'

'
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The Court cites

Title Guaranty <£ Surety Co. v. Butcher, 203

Fed. 167;

First National Bank v. City Trust Co., 114 Fed.

529;

Re McGarry d- Son, 240 Fed. 400;

Prairie State Bank v. United States, 164 U. S.

227;

Wasco County v. New England Equitable Ins.

Co., 88 Or. 465.

THE LABOR AND MATERIAL BILLS OF COLLINS.

The trustee concedes to ap])ellee a lien for the sum
exi^ended by appellee in completion but resists the

claim of appellee to a lien for reimbursement of the

bills left unpaid by Collins and discharged by appellee.

No distinction is to be di-awn between the two classes

of items. The county had the primary right and the

surety had the right of subrogation to withhold funds

from the contract to cover the one class alike with

the other class. The authorities abundantly support

this proposition. In American Surety Co. v. City of
Santa Barbara, 56 Fed. (2d) 769, supra, the Court of

Appeals of this circuit states, referring to Prairie

State National Bank v. U. S., 164 U. S. 227, says at

page 771

:

"The surety not only having finished the work,
but also having paid labor and material bills of
the contractor, was entitled by subrogation to the
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10% payment withheld by the government as

against an assignee of the contractor."

In re Scofield, 32 A. B. R. 817, supra. Scofield, the

contractor, completed performance of the work and

went into bankruptcy three days thereafter. The

surety company paid labor and material bills on the

job left unpaid by the contractor. The surety com-

pany was held to have a lien upon the reserved per-

centages of the contract price superior to that of the

general creditors.

The Court said, at page 819

:

''The question thus presented is whether under

the circmnstances stated the surety of the bank-

rupt contractor who has paid the claims of the

laborers and materialmen has any equity in this

so-called reserved fund which it can assert to

the exclusion of the general creditors. * * * (page

823.) It appears to us that the reserved percent-

ages were withheld to secure the performance of

the contract. We are unable, however, to see that

any real difficulty exists as to the rules which gov-

ern the facts of this case. It is not disputed that

the claims which the Fidelity Company has satis-

fied are claims which it was the duty of the Sco-

field Compan}^ to pa}'. In making the payments it

did the Fidelity Company discharged obligations

due from the Scofield Compau}^ for the j^erform-

ance of which the Fidelity Company was bomid
under the obligation of its suretyship. When the

Fidelit}^ Company assumed the obligation of

suretyship, its equity at once commenced with its

obligation to see that the Scofield Company duly

performed all the obligations which the contract

with the government imposed upon it, including its
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obligations to promptly pay the laborers and

materialmen.
'

'

First National Bank v. City Trust, Safe d-

Deposit dc Surety Company, 114 Fed. 529 (C.

C. A., 9th Circuit, 1902).

McCauley & Delaney entered into a paving contract

with the City of Seattle. The bank advanced the neces-

sary money and the contractors assigned to the bank

the proceeds of the contract. The contract with the

city provided for the retention of 30% to secure the

payment of laborers and materialmen until thirty days

after the completion of the work. The City Trust,

Safe Deposit & Surety Company became surety on the

bond to the city for its ow^n use and for the use of all

persons performing work on the contract. The con-

tractors discontinued the work and the surety com-

l)any completed, paid the expenses thereof and all the

unpaid hills incurred hy the original contractors. The

Court held that the surety company was subrogated to

the extent necessary to protect it from loss, to all the

rights which the city might have asserted against the

fund in its hands. The Court refers to Prairie State

National Bank v, U. S., 164 U. S. 227, as holding that

the claim in equity of the surety arose when he entered

into the contract of suretyship and that the stipulation

in the building contract for the retention of a portion

of the consideration is as much for the indemnity of

the surety as for the party for whom the w^ork is to be

performed, and the Court says at page 532

:

"Applying these principles to the present case,

it is clear that the lien of the surety company upon



24

all funds now retained in the possession of the

city, and applicable upon the contract, had its in-

ception at the tinie when it entered into the con-

tract of suret3^shi]3, and that subsequent to that

date the contractors, McCauley & Delaney, had no
power to create a lien upon the payments to be

made by the city, and make it paramount to the

lien of the surety. That the right of the bank in

this instance is subsequent to the surety's lien is

not to be questioned. * * * By abandoning- the con-

tract the contractors lost the right to compel the

city to pay them any smn whatever on account of

the work which they had done. Their assignee,

the bank, stood in no better position than they.

The city undoubtedly had the right to declare the

contract and all unpaid sums which it had prom-
ised to pay theremider forfeited. That it had this

right is not disputed, but it is said that the city

has not exercised it, and that, therefore, the right

cannot avail the surety. But the true inquiry is,

not what has the city done, but what had it the

right to do '? It had the right, if it had itself as-

sumed the completion of the abandoned work,

to retain for its own protection not only the stipu-

lated 30%, but all sums then due or earned mider

the contract, and no assignment by the contractors

could defeat that right. Among the obligations of

the contractors was included the duty to pay all

claims for work, labor and material. The surety,

by the terms of its bond, had gaiaranteed that the

contractors would pay 'all just claims for w^ork,

labor, or material furnished in the execution of

the contract.' The surety's obligation to pay liens

and claims outstanding when the contract was
abandoned was not limited in extent to the re-

served 30% of the money then earned by the con-
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troctors, but it included the full sum of the unpaid

claims, amounting to $3,161.38. In the Prairie

State National Bank Case the Court expressly

declared that the right of Hitchcock, the surety,

was not limited to the 10% reserved, but that it

was a right to 'resort to the securities and rem-

edies which the creditor, the United States, was

capable of asserting against the debtor, Smidberg

& Co.' So, in the case before the court, when the

surety assimied the burden of the contract, it

stood in the position of the city, so far as the

unpaid stipulation sums under the contract were

concerned, and it acquired the city's right so far

as it might be necessary to resort to the same to

reunburse it for all its outlay in completing the

work. We think the right of the surety company
went that far, and no farther. * * * in other

words, if the moneys which are now retained b}^

the city, if paid to the surety company would more
than repay it the total amount of its expense in-

curred in completing the contract,—equity would

require that the excess be paid to the bank, rather

than to the surety. The right of subrogation has

its origin not in contract, but in equity, and it goes

no further than the strict demands of equity and

justice demand. The equitable lien of the surety

comjDany extends only so far as may be necessary

for its reimbursement."

In
Fidelity dc Deposit Co. of Maryland v. Claihorne

Parish School Board, et at., 35 Fed. Rep. 2d

Series, 376 (District Court, Louisiana, 1929),

the Court says, page 377:

"As pointed out in the opinion on the plea to

the jurisdiction and motion to dismiss, the con-
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tract and bond together constituted a three-sided

agreement between the school board, the con-

tractor, and the surety, carrying mutual rights

and obligations which, by the very nature of the

midertaking, all were bound to respect and per-

fonn. The contractor was required to complete

and deliver the building to the school board, free

of claims and liens, according to the contract, and
the siu'ety was bound to see that these obligations

were carried out. On the other hand, the school

board or owner was obligated to pay the price

only in the manner and for the purpose stipulated

in the contract. By accepting the guaranty of the

surety for the performance of the work, the board

agreed that the former should have the protection

which that method and manner of pa\anent would
afford. As a result of the relation thus created,

the surety acquired an interest in the funds in the

hands of the board entitling it to claim the same
for its reimbursement in event it was called upon
to pay laborers and materialmen, which was supe-

rior to that of any third person holding an assign-

ment for money loaned to the contractor outside

the contract. Prairie State Nat. Bank v. U. S.,

164 U. S. 231, 17 S. Ct. 142, 41 L. Ed. 412 ; Hen-
ningsen v. Fidelity & Guaranty Co., 208 U. S. 404.

28 S. (^t. 389, 52 L. Ed. 547."
^

This case was affirmed by the Circuit Court of Ap-

peals, 5th Circuit, in Claihome Parish School Board v.

Fidelitij d- Deposit Co. of Maryland, 40 Fed. Rep. (2d)

577. In its opinion the Circuit Court of Appeals says,

page 579

:

"The retained percentage was for the jjurpose

of securing fi-om the original contractor perform-

ance of the building contract, one term of which
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was the payment of the claims of laborers and

materiahnen. It was to the interest of appellee

(the bonding company) that these claims be paid,

to relieve it of liability therefor, under its bond.

The appellee had the right to insist upon the re-

tention and application of this fmid to respond to

one of its intended purposes, viz., the payment of

claunants, so long as the appellee stood to suffer

loss by such breach of the building contract by the

contractor.
'

'

In Exchange State Bank v. Federal Surety Co., 28

Fed. Rep. (2d) 485 (C. C. A., 8th Circuit, 1928), it

appears that the Rand Construction Company entered

into a contract with Wyandotte County, Kansas, for

the construction of a section of highway. The Federal

Surety Company furnished a bond conditioned for the

payment of all indebtedness incurred for labor or

material furnished in the construction. The Construc-

tion Company failed to carry out its contract and the

work was finally completed by the Surety Company

or mider its direction and was accepted by the county.

In completing the work the Surety Company paid out

$12,700.00 cost of completion. The Surety Company

also paid some $24,000.00 unpaid clauns for labor and

material outstanding against the contractor upon his

abandonment. The Court held that the Surety Com-

pany had an equitable lien which arose at the time of

the execution of its bond and which was superior to

an assig-mnent by the contractor to a bank of the funds

in question, and held that the balance of the moneys in

the hands of the county should be paid to the surety on

its total claim of $36,000.00. The Court cites the au-

thorities in full and quotes from Prairie State Bank,
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164 U. S. 227, Southern Surety Company v. Holden,

14 Fed. (2d) 411 (C. C. A., 8th).

THE EQUITABLE LIEN EXTENDS TO THE WHOLE FUND
RETAINED.

To the extent that it is necessary to make itself

whole, the surety has the right of subrogation to all

funds in the hands of the county.

Lacy V. Maryland Casualty Co., 32 Fed. (2d) 48

(C. C. A. 4th Circuit, 1929), page 51:

"So far as the funds due under contract No. 378

are concerned, we think that there can be no

question that the decree of the court below was
correct. For reasons which we shall discuss later

on, w^e do not think that the assignment contained

in the application for bond covered anything but

the percentages required to be retained mider the

contract; but we are satisfied that the rights of

the casualty company in the funds due under the

contract were not limited to what was conferred

by the application. Exchange State Bank v. Fed-

eral Surety Co. (C. C. A. 8th), 28 F. (2d) 485.

The rule is well settled that, independently of

assignment, the surety on a contractor's bond,

who completes the contract on default of the prin-

cipal, is subrogated to the rights of the obligee,

and, to the extent necessary to reimburse himself,

has an equity in the funds due the contractor,

which is superior to that of a mere assi.gnee.

Prairie State National Bank v. U. S., 164 U. S.

227. 17 S. Ct. 142, 41 L. Ed. 412; Henningsen v.

United States Fidelity & Guaranty Co., 208 U. S.

404, 28 S. Ct. 389, 52 L. Ed. 547; First Nat. Bank
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V. City Trust Co. (C. C. A. 9th), 114 F. 529; State

ex rei. Southern Surety Co. v. Schlesmger, 114

Ohio St. 323, 151 N. E. 177, 45 A. L. R. 371 and

note beginning at page 379; Labbe v. Bernard,

196 Mass. 551, 82 N. E. 688, 14 L. R. A. (N. S.)

457, and note; 21 R. V. L. 1113, 1114.

The question arises whether this superior equity

of the surety extends to the current estimates

payable under the contract or merely to the re-

tained percentage. We think that it extends to

both. The equity arises because of the obligation

of the surety to perform the contract of the prin-

cipal. Upon his performance of this contract,

equity subrogates him to all rights of the obligee

as against the principal. Now the obligee, upon

default of the principal, is without doubt entitled

to apply all moneys \mpaid towards the perform-

ance of the contract, ignoring any assignments by

the principal; and it necessarily follows that the

surety upon performing the contract, being sub-

rogated to the rights of the obligee, is entitled to

the moneys unpaid so far as necessary to reim-

burse his loss. If the surety, instead of perform-

ing the contract, elects to pay damages, it can be

held for no more than the amomit which the

obligee is compelled to pay to complete the work

over and above the amount which it has on hand

at the time of the principal's default, for this is

all the damage that the surety sustains. But when

this happens the surety receives the benefit of the

unpaid current estimates as well as the retained

percentages. Equity, of course, will not place him

in worse position where he performs the contract

of the principal in accordance with his obligation

than where he elects to respond in damages.
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And this conclusion we think is supported by

authority as well as by reason."

Farmer's Bank v. Hayes, 58 Fed. (2d) 34 (C. C.

A. 6th Circuit, 1932).

Hayes entered into a contract to erect school build-

ings and the National Surety Company furnished a

bond conditioned for the faithful performance of the

contract and to pay all persons furnishing labor or

material. The contract provided for monthly progress

payments based upon the amount of work done. The

contract required the withholding of 15% of the esti-

mates until completion. The surety paid over $19,-

000.00 to persons furnishing material which the coi.

tractor had failed to pay.

The Court says, page 37:

"Upon the merits, the right of the surety to

the fund here in dispute is settled by a long line

of federal and state cases, of which it is sufficient

to cite Prairie State Nat. Bank v. U. S., 164 U. S.

227, 17 S. Ct. 142, 41 L. Ed. 412 ; Henningsen v.

United States Fidelity & Guaranty Co., 208 U. S.

404, 28 S. Ct. 389, 52 L. Ed. 547 ; First National

Bank v. City Trust, Safe Deposit & Surety Co.,

114 F. 529 (C. C. A. 9) ; Lacy v. Maryland Cas-

ualty Co., 32 F. (2d) 48 (C. C. A. 4) : Fidelity &
Deposit Co. V. Claiborne Parish School Board,

(D. C.) 35 F. (2d) 376, affirmed by 40 F. (2d) 577

(C. C. A. 5) ; Ohio ex rel. Southern Surety Co. v.

Schlesinger, 114 Ohio St. 323, 151 N. E. 177, note

in 45 A. L. R. 371. * * * But, whether in the in-

stant case the surety's rights aiise out of sub-

rogation to the rights of the board of trust or of

the equitable liens of the laborers and material-
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men, the result is the same. In either case the

equitable rights of the surety become fixed as of

the date of the bond, and are superior to those of

any holder of an after-acquired lien. Whether the

lien of the surety extends only to the reserved

percentage under the contract, or also to sums

earned under the contract, and retained by the

owner, is a question which has frequently been

raised. We think it is now settled that it extends

to both. Lacy v. Maryland ('asualty Co., supra;

First National Bank v. City Trust & Surety ('o.,

supra; Exchange State Bank v. Federal Surety

Co., 28 F. (2d) 485 (C. C. A. 8)."

Columhia Digger Co. v. Rector, 215 Fed. 618

(District Court of Washington, 1914), page

630:
^

' It is contended that the sureties had no equity

in this money. The rule has been laid down in

this circuit, under a statutory bond, similar to the

one in question, that the materialman has a lien

(an equitable lien) upon the funds in the hands

of the city, not limited to the percentage retained

under the terms of the contract, and that the

surety who, upon the failure of his principal, dis-

charges the claim of the materiahnan has a like

lien by subrogation, superior to that of his prin-

cipal's assignee. First Nat'l Bank v. City T. S.

I). & S. Co., 114 Fed. 529, 52 C. C. A. 313; Hen-

ningsen v. U. S. F. & G. Co., 143 Fed. 810, 74 C.

C. A. 484."
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THE STOP NOTICES.

The record shows that stop notices were filed aggre-

gating- $12,763.98, and of this amount $11,415.52 ap-

plies to items included in the demand of the trustee

upon the surety company, that is to say, the smn of

$11,415.52 represents payments for material and labor

supplied prior to September 25, 1929. The claims of

the creditors filing stop notices were all paid by the

appellee well within the time provided by the statute

for the filing of suits by claimants upon stop notices.

That tmie is provided by Section 2 of the Statute of

1919, page 487 as being the same time as that provided

by Section 1184, 1184a, 1184b and 1184c of the Code

of Civil Procedure.

As to these claims aggregating $11,415.52 the ap-

pellee, in addition to being subrogated to the equit-

able lien of the county, is also subrogated to the

equitable lien of the claimants created by the filing

of their respective stop notices.

THE ASSIGNMENT OF JUNE 11, 1929.

On June 11, 1929, as part of his application to the

Pacific Indemnity Company for his bonds, Collins

executed an agreement of indemnity in which he agrees

to indenmify the surety

"against any and all damages, loss, costs, charges

and expenses of \\hatsoever kind or nature, in-

cluding counsel and attorney fees, whether in-

curred under retainer of salary oi- otherwise,

which it shall or mav at anv time sustain or
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incur by reason or in consequence of his surety-

ship." (Tr. p. 14.)

The agreement further provides:

"In any accounting- which may be had between

the undersigned and the ('ompany, the Company

shall be entitled to charge for any and all dis-

bursements in and about the matters herein con-

templated made by it in good faith, under the

belief that it is or was liable for the sums and

amounts so disbursed, or that it was necessary

or expedient to make such disbursements, whether

or not such liability, necessity or expediency ex-

isted." (Tr. p. 15.)

The indemnity agreement further provides

:

"That the said Company, as surety on said

bond, as of this date, shall be subrogated to all

rights, i^rivileges and properties of the principal

in said contract, and said principal do hereby

assign, transfer and convey to said Company all

the deferred payments and retained percentages

arising out of this contract, and any and all

monies and properties that may be due and pay-

able to said princi])al at the time of the happen-

ing of any of the occuri-ences mentioned in

clauses one, two, three, four and five of the next

preceding paragraph, or that may thereafter be-

come due and payable to said principal on ac-

count of this contract or on account of extra w^ork

or materials supplied in connection therewith,

hereby agreeing that all such monies and the

proceeds of such payments and properties shall

be the sole property of the said Company, and

to be by it credited upon any loss, damage, charge

and expense sustained or incurred by it as above
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11, 1929, was valid. The Court merely held that there

being no showing in the record that the W' ork had been

completed by the Pacific Indenmity Company, the

Referee had smnmary jui'isdiction to hear the con-

troversy. In its opinion the Court states at page 110

:

"Had it appeared from the record that the

bankrupt had abandoned tlie contract and that

the work was completed by the appellee after the

filing of the petition in bankruptcy, thus depriv-

ing the bankrupt of any further participation in

funds to become due on the contract, a different

situation would have been presented. In the ab-

sence of such showing the sole question presented

on the admitted facts is as to the situation at

the time the petition was filed."

In Street v. Pacific Indemnity Company, 61 F. (2d)

106, supra, this Court quotes from In re Borah, 50

F. (2d) 75, a case involving an assigiunent of book

accounts, as follow^s

:

"The debtors had received no notification of

the assigmnent ; and Mayerson, though the agree-

ment declared him to be irrevocably constituted

the assignor's attorney for collection, was not

to use this power unless the assignor was in de-

fault under the agreement, and there is no sug-

gestion that default had occurred prior to the

filing of the petition. Under such circumstances

we believe that the bankruptcy court has power

to determine sununarily the respective rights of

the trustee and the assignee in respect to the as-

signed accounts outstanding at the date of the

petition." (p. 108.)

It thus appears that in the Borah case also there

was no showing that a default had occurred prior
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to the filing of the petition. In the Collins case, as

presented to this Court, upon the question of juris-

diction, there was also an absence in the record of

any showing of default prior to bankruptcy. In this

state of the record this Court said that had it appeared

that the bankrupt had abandoned the contract and

that the work was completed by the surety after the

filing of the bankruptcy petition, a different situation

would have been presented.

SPECIAL EXPENSE ITEMS.

The trustee objects particularly to certain payments

made by appellee.

(a) The expense items incurred by Anderson,

$175.22, and Hall, $866.49. The record shows that

the payment to Anderson was for the necessary

traveling expenses incurred in looking after the

interests and obligations of appellee arising out

of the contract and bonds. (Tr. p. 38.) The item

of $866.49 was paid to Hall for expenses incurred

in traveling and acting as foreman for the per-

formance and completion of the work and for

living expenses. Hall was brought to the San

Francisco Bay region solely for the purpose of

the completion of the work under this contract,

and from September 25, 1929, to November 12,

1929, he devoted his entire time to the perform-

ance of the contract, acting in the capacity of

foreman in charge of the job, performing the

work usually performed by the foreman in charge
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of road building. The reasonable value of his

services was $300.00 per month. (Tr. p. 39-40.)

(b) Rental charge of Pontiac automobile,

$216.98. The record shows that this item is for

rental for the use of this automobile owned by

the appellee '^and used on the job in question

at the rate of three cents per mile". (Tr. p. 40.)

(c) Insurance items. These all related to cov-

erage upon the job in question. (Tr. p. 41.)

(d) Cornell Tractor Co., $325.00. The record

show^s that the bulldozer, the subject matter of

this charge, "was necessary to be used in the

completion of said work'' and that appellee "used

the same in the completion of said job." (Tr. p.

43.)

We contend that it is immaterial whether these

items in whole or in loart represent charges which

might not be lienable claims. These moneys were in

fact expended by the appellee on or about the job

and solely for the purpose of its performance of the

obligations created by the two bonds in question. The

assignment of June 11, 1929, was made for the pur-

pose of indemnifying the surety company "against

any claim, damage or loss under the said bond" (Tr.

p. 19), and the moneys so assigned may be credited

by it "upon any loss, damage, charge and expense

sustained or incurred by it" imder the bond (Tr. p.

18), and the terms of Collins' obligation were to in-

demnify the company against "any and all damages,

loss, costs, charges and exiienses of whatsoever kind



39

or nature" sustained by reason of its suretyship. (Tr.

p. 14.) The disputed items are clearly within the terms

of the assignment and of the indemnity agreement.

The equitable lien through subrogation, also is broad

enough to cover these items. The equitable lien is

operative to the extent that it is necessary for the

surety to make itself whole. The limit of subrogation

is not dependent upon the lienability or non-lienability

of the item but the limit is the full measure necessary

to make the surety whole, no more and no less.

L. R. A. 1918 D. Note, page 736, 737:

''If the money reserved until the completion of

a contract is in pai't for the benefit of the surety

and for his protection, as it unquestionably is,

then his right to this fund, while perha]js in-

choate, nevertheless attaches at the time the con-

tract of suretyship is entered into. * * * On
the assumption that the surety has an inchoate

right in this fund as it is created according to

the terms of the contract, such right is su])erior

to any subsequent assignment of the fund by the

contractor to the extent that the surety at the

default of the contractor suffers loss under the

contract of suretyship."

45 A. L. R. 379 Note, at page 380;

25 R. C. L. Permanent Suppl. 1930, ''Subroga-

tion" page 5675:

"The general rule with respect to the right of

the surety of a building contractor who completes

the contract upon default by the contractor, to

moneys in the hands of the contractee, earned by
the contractor before default, is that upon fhv
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completion of the contract the surety is entitled

to be subrogated to the rights which the obligee

had to, or could assert against, such funds upon

the principal contractor's default to the extent

necessary to reinihwrse itself for the outlay made
to cotnplete the contract/' (Italics ours.)

Supported by the citation of many authorities.

American Surety Co. of Netv York v. Lewis

State Bank, 58 Fed. (2d) 559 (C. C. A. 5th

Circuit, 1932).

The Court says at page 560:

"A suret}^ is indeed a favorite of equity, which

will extend its aid in exoneration, quia timet,

before he pays, and will subrogate him after he

pays, liberally and fully, as against others pri-

marily liable on the debt. Glades County v. De-

troit Fidelity & Surety Company, 57 Fed. (2d)

449, Prairie' State Nat". Bank v. \j. S., 164 U. S.

227."

Lacy V. Maryland Casualty Co., 32 Fed. (2d)

48 (C. C. A. 4th Circuit 1929), page 53:

''The surety's right of subrogation extends only

so far as ma}^ be necessary for its reimbursement

and any funds remaining thereafter should be

applied to the claims of assignees or other persons

entitled thereto. The Casualty Company, there-

fore, was not entitled under the principles of

subrogation to the profit derived from this con-

tract except in so far as might he necessary to

reimburse it for expenditures made thereunder."

(Italics ours.)
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APPELLANT ' S "SUMMARY '

'

.

There remains to be mentioned the suggestion of

the trustee that whatever the extent of the valid lien

upon the fund held by appellee, nevertheless, the

money should be all turned over to the trustee in

bankruptcy. We cannot better answer this suggestion

than by a quotation from the learned Referee in

Bankruptcy.

"In other words, to require such a course on

the part of Pacific Indemnity Company would

be to require it to perform an idle act, and "The
law neither does nor requires idle acts." Sec-

tion 3532 Civil Code of California. It may be,

were such a course pursued, the trustee, the

trustee's attorney and the referee might be per-

mitted to collect greater fees and commissions.

However, if this be the only purpose to be served,

it would appear logical, as well as equitable, that

the trustee, the trustee's attorney and the referee,

under the circumstances, must be content with

their fees and commission, leaving out considera-

tion the moneys heretofore collected by said

surety company. The inequity of requiring the

surety company to pay into the bankrupt estate

the sum sought thus to be paid in by the trustee

herein will readily be seen when section 62 and
section 64b of the Bankruptcy Act are read in

connection with the Court's construction thereof.
* * * >>

Interpreting the language of these sections, it is

said In re Emich, 226 F. 982, 984

:

"By the words 'of estates' in section 62 (Bank-
rupt Act) and 'Bankrupt's estates' in section 64,

subsec. 'b', (Bankrupt Act), is meant the unin-
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cumbered assets generally of a bankiiipt, properly

administrable in bankruptcy, as distinguished

from that of the property of a bankrupt dedi-

cated by law to the x^^^^yiT^^^ent of a particular

obligation, or upon which there is a special lien.

The last named section is intended particularly

to give the order to be observed by the trustee in

payment of such unincmnbered estates." (Tr. p.

68, 69, 70, 71.)

In re Homer, 37 A. B. R. 464 (District Court Iowa,

1916) 233 F. 318, the Court says at page 465

:

''The trustee does not administer property

covered by liens, or the proceeds of such prop-

erty, as assets of the bankrupt estate.''

The order appealed from should be affirmed.

Dated, San Francisco,

May 22, 1935.

Respectfully submitted,

Milton Newmark,
/ Attorney for Appellee.
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E. C. Street, Trustee of the Estate of
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Circuit Court of Appeals for the Ninth Circuit:

Appellant respectfully petitions for a rehearing in

the above entitled cause.

It is urged that the decision is at variance with

accepted law in this circuit as declared in the follow-
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Amm^ican Surety Co. v. City of Santa Barbara,

50 Fed. (2) 769;

Street v. Pacific Indemnity Co., 61 Fed. (2) 106

(a former appeal in the instant case).



We submit that a reading of the opinions in the

cited cases followed by a reading- of the opinion in this

case will conclusively demonstrate the error in the

decision in this case.

1. SUBROGATION.

This case involves the application of the equitable

doctrine of subrogation. The rights of a surety under

this doctrine are correctly stated by this Court in the

decision complained of

:

"The right of a surety to' be subrogated to the

rights of the laborers and materialmen whose

claims it has paid pursuant to the terms of its

bond, is declared in sec. 2848 of the Civil Code of

California, as follows:

'A surety upon satisfying the obligation of the

principal is entitled to enforce .every remedy

which the creditor then has against the principal

to the extent of reimbursing what he has ex-

pended. * * *' " (Italics ours.) (E. C. Street v.

Pacific Ind. Co., p. 3.J)

In other words the surety stands in the shoes of the

creditor and may enforce the remedies available to the

creditor. The surety has no greater rights than the

creditor. What remedies were available to the credi-

tors in this case to which appellee succeeded by reason

of the equitable doctrine of subrogation ? We refer to

the decision complained of for a correct statement of

the law and facts

:

"This statute as amended in 1925 and 1927

(Cal. Stats. 1925, p. 538; Stats. 1927, p. 282, 3

Peering 's Genl. Laws, 1931, Act No. 6423) author-



ises an act ion by a materialman or laborer fur-

nishing material or performing labor for the con-

tractoT in carrying out the contract, against the

officers of the county whose duty it is to make

payment on the contract, for any unpaid sum due

thereon, tvhere a stop notice has been filed by the

claimant in conformity with provisions of §§1184,

1184 (a), (b), and (c) of the California Code of

Civil Procedure. In compliance with this statute

stop notices were filed in the case at bar for

various claims aggregating the sum of $12,763.98.

It is clear that the Indemnity Company who is

bound by its bond to pay these claims were subro-

gated to the right of the laborers and materiahnen

against the fund. As a matter of precaution the

Indemnity Company took assignments of these

claims at the time they were paid, and thus in law

as well as in equity were subrogated to the rights

of the laborers and materialmen. With ref.erenc?

to the balance of the claims paid by the Indemnity

Company apparently no stop notices had been filed

at the time they were paid by the Indemnity Com-

pany but there is no contention that these pay-

ments were made before the period for filing such

stop notices had expired. The claimants had an

inchoate lien upon the fund to which the Indem-

nity Company was subrogated. Hampton v.

Christensen, 148 Cal. 737; People v. Morley, 17

Cal. App. 466." (Italics ours.)

E. C. Street v. Pacific Ind. Co., p. 3.

Appellee was subrogated to certain remedies of the

creditors. Until these remedies were pursued the

creditors' claims constituted ''inchoate liens. The

creditors' remedy consisted of the right to file stop

notices within the statutory period and then within the



time allowed to file suits and, if the facts ^Yarranted,

to obtain judgments for the funds due the contractor.

We submit that these "inchoate" liens never

emerged from their ''inchoate" state.

Webster defines ''inchoate'' as follows:

''Recently, or just begun; beginning, incipient;

partially but not fully in existence or operation;

existing in its elements; incomplete."

Can an "inchoate" right which never emerges from

its incompleteness be the basis of a recovery?

This case is really nothing more than a mechanic's

lien case. Would it be possible for a sub-contractor

lien claimant, who failed to file his action within the

statutory period, to recover against the owner?

Would it be possible for a materialman, who fur-

nished materials to a contractor and never filed his

statutory lien, to recover against the owner?

Would a surety company which paid these claims

and did nothing more have any greater remedies than

the original claimants?

It is obvious that "inchoate" rights which never

ripen into completeness cannot be enforced. If there

ever was any doubt on this score that doubt was dis-

pelled by the case of

American Surety Co. v. City of Santa Barbara,

56 Fed. (2) 771,

where this Court held under similar facts

:

"There is no contention advanced here that the

appellant has acquired any right other than by

subrogation either to the rights of the city or to



the rights of the laboring men and materiahnen

whose claims it has paid. The principle of the

case of Adamson v. Pao-nessa, 180 Cal. 157, 179 P.

880, supra, is no longer applicable to the situation

here involved by reason of the amendment of 1919

to section 19, supra, ])ut it is clear that, if the

appellant surety has any right superior to that of

an assignee in the bonds and assessments resulting

from performance of the work, it is because of

such amendment. The laborers and materiahnen

filed their verified claims with the superintendent

of streets in accordance with the provisions of sec-

tion 19 of the Street Improvement Act of 1911,

as amended in 1919, thus preserving a lien against

the assessment and bonds to be issued to represent

the same. Withiyi 90 days after filing such claim

the laborers or materialmen %oer0 authorized to

commence action to enforce the lien or, at their

election, to bring an action against the surety upon

the bond for the payment of laborers and mate-

rialmen. It is clear, we think, under well-estab-

lished principles with reference to mechanics'

liens, that the lien of the laborers and materialmen

given by section 19 of the Street Improvement

Act, supra, terminates at the end of 90 days, unless

an action is brought for the enforcement of the lien

as therein provided. If the surety, during the 90-

day period, had paid the claims rather than await

the election of the claimants as to whether they

would bring suit to enforce their lien or suit to

recover from the surety, it cannot be doubted, we

think, that the surety would be subrogated to their

lien upon the assessments and could have pro-

ceeded in their name or in its own for the enforce-

ment of their rights to which by its payment it

had been subrogated. The surety, however, waited



for nearly two years befo're paying the obligations

it had become surety for and until long after the

rights of the claimants to subject the assessments

to their lien had expired. This delay is fatal to

the claim of the appellant.

'Whatever rights the app.ellant might have se-

cured in and to the bonds and assessments hy

reason of the prompt payment of the lien claim-

ants has been lost by its delay beyond the period

which required action upon the part of the claim-

ants to perfect and. continue their lien/
'^

American Surety Co. v. City of Santa Barbara,

supra.

How is the reasoning of the cited case answered in

the instant case? By the statement that ''these cases

arose mider different statutes and have no application

to the case at bar."

In the case of American Surety Co. v. City of Santa

Barbara, supra, the bond was given jDursuant to the

provisions of the Street Improvement Act o'f 1911,

(Deering's General Laws of California, 1923, Act

8199.) The provisions of the act requiring the

laborers' and materialmen's bond are contained in

Sec. 19 of the act. (Appendix, page iv.)

The Street Improvement Act of 1911 contains an

elaborate scheme for the improvement of streets and

foT the payment therefor. Among other things it pro-

vides for the making of an assessment by a public body

which when recorded constitutes a lien against real

property.



The contractor may collect under the assessment,

making notation with the proper officer of the money

collected.

The act further provides in Sec. 59, et seq., for the

issuance of bonds to the contractor which are evidence

of a lien upon the property by reason of the assess-

ment thereon for said improvement. Sec. 63 provides,

among other things, that the bonds should issue thirty

days from the date of the warrant and assessment and

would be payable to the city treasurer.

Sec. 19 of the act provides for the giving by the

contractor of a bond for the benefit of laborers and

materialmen furnishing work, labor or materials to the

contractor and which w^re used on the job. This sec-

tion appears in full in the appendix, page iv.

Sec. 19 further provides for the filing of a claim

with the superintendent of streets by the materialmen

within thirty days after the recording of the assess-

ment. Within ninety days thereafter the claimant is

required to institute suit to foreclose his lien upon

the bonds.

A failure to take the procedural steps prescribed by

the section invalidated the claim.

American Surety Co. v. City of Santa Barbara.

56 Fed. (2) 769.

Wherein is this statute essentially different from the

statute in the instant case?

The bond in this case was given pursuant to the

provisions of the Act of May 10, 1919. (Stat. 1919, p.
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487, as amended Stat. 1925, p. 538, Stat. 1927, p. 282

;

3 Deering's aeneial Laws, 1931, Act 6423.) The

essential portions of this act are set forth in the

appendix, page i.

The statute j^rovides for the filing of a claim by the

materialmen with the proper officer within the time

prescribed by Sec. 1187 of the Code of Ci\41 Pro-

cedure. Such claims must be followed by suit within

the tune prescribed by Sec. 1184, et seq. of the same

code. The material portions of these sections are set

foi-th in the appendix, page ii, et seq.

We submit that there is no essential difference be-

tween the material provisions of the Street Improve-

ment Act of 1911 as set forth in the appendix and the

material portions of the Public Works Bond Act of

1919 and the sections of the lien law which likewise

appear in the appendix.

This being so this case must be controlled by the

case of

Am.erican Surety Co. v. City of Santa Barbara,

56 Fed. (2) 769.

In supi^ort of its holding that the statutes involved

in this case aie different from the statutes involved

in the case of American Surety Co. v. City of Santa

Barbara, supra, this Court cites two cases.

The first case does not support the decision in this

case but to the contrary reveals a set of facts closely

paralleling the instant case and applies the law in

conformitv with our contentions.
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Maryland Casimlty Co. v. Shafer, 57 Cal. App.

580.

The cited case was decided in 1922 and involved a con-

tract executed in 1918 and ])rior to the adoj^tion of the

amendment of Sec. 19 of the Street Improvement Act

of 1911. (Stat. 1919, p. 480.)

But let us consider the facts involved in the cited

case: The casualty company had executed a faithful

performance bond and also a laborers' and material-

men's bond. Shafer, the contractor, finished the job

but failed to pay a number of materialmen, among

them being- Thompson Bros. Several of the material-

men filed their claims within the })rescribed time.

Thomi)son Bros, did not file a claim but filed an order

signed by Shafer, the contractor, which order was in

the nature of an assignment. The casualty company

brought suit against Shafer, the contractor, Thompson

Bros., which had filed its assignment, the several lien

claimants, who had filed verified claims, and the county

to determine its rights under its bond and the rights

of all concerned in and to the retained percentages

due under the contract. The claimants who had filed

verified claims filed cross-complaints as did Thompson

Bros. The claimants recovered against the fund,

judgment went against Thompson Bros, because it

failed to perfect its claim. The casualty company was

credited with the amounts which it paid to claimants

who had perfected their rights bij filing claims and

cross-complaints. There was a deficit in the fund and

judgment went against the casualty company for the
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balance due to the claimants who had perfected their

claims, but nothing was awarded Thompson Bros,

because it failed to perfect its claim.

The following quotation s\istains our argmiient:

'^The court found that valid claims, duly veri-

fied, irere filed in due time trith the hoard, aggre-

gating more than the amount retained by the

coiuitif. Appellant did not so file a verified claim

hut filed an order^ signed hy the contractor for

the amount of such claim. It is now contended

that appellant was entitled to payment out of the

moneys retained by the county and deposited in

court as stated; that Shafer's order operated as

an assignment o'f the sum retained by the county

to the amount of the order; and that the plaintiff

had no right or equity in the fund reserved in so

far as it had been assigned by Shafer. In support

of such contention appellant relies on the cases of

Adamson v. Paonessa, 180 Cal. 157 (179 Pac. 880),

and American Surety Co. v. Empire Securities

Co., 185 Cal. 586 (197 Pac. 941). The first case

relates to a contract for street work under the

Improvement Act of 1911 (Stats. 1911, p. 730),

and the latter to similar work imder the Yrooman
Act (Stats. 1885, p. 147). In neither case did the

contract provide for a reserve fund as in the case

at bar. In Adamson v. Paonessa, supi'a, this dis-

tinction is clearly pointed out by the court. The
provision of the contract for the retention of

twenty-five per cent of the value of the work
until the completion thereof became a part of the

contract of suretyship and was as much for the

indemnity of the surety as for the county. (Prairie

State Bank v. United States, 164 U. S.227 (41 I^.

Ed. 412, 17 Sup. Ct. Rep. 142, see, also, Rose's
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U. S. Notes).) The further provision for reten-

tion by the county of sufficient funds to pay claim-

ants who filed verified claims was equally a part of

plaintiff's contract and was for the protection of

the surety as nnich as for that of claimants. To

the extent that such provision was o-bserved, the

liability of the surety was lessened. The fund

retained was beyond the control of Shafer and no

assignment by him could prejudice the rights of

the parties for whose benefit the fund was created.

To hold otherwise would be to nullify the stipula-

tion of the contract for the retention of the fund

and to destroy the security intended for the benefit

of claimants hnngimj themselves ivithin its terms

as well as for the protection of the surety. (Citing

cases.)

The court found that valid claims amounting to

$14,419.50 were duly verified and filed with the

board of suj^ervisors and that sucJi claimants in

clue time filed cross-complaints in this action and

tvere entitled to judgment against the plaintiff for

the respective amounts of their claims and that

the plaintiff is entitled to have the whole of said

$12,919.81 applied to the payment of such claims.

The judgment against plaintiff awards such claim-

ants the amounts of their respective claims and

directs the clerk to pay them the amount of said

fund in the proportion of their claims and on pay-

ment to the clerk by the plaintiff* of the remainder

of the judgment, to pay the claimants in full upon

satisfaction of the judgment by them. The judg-

ment further ju-ovides that, u])()n ])ayment by

plaintiff to any of .said claimants of the sums

awarded them, the clerk shall pay plaintiff such
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part of the $12,919.81 as said claimants otherwise

would be entitled to receive."

Maryland Casualty Co. v. Shafer, 57 Cal. Ap[).

580, 583.

There were no ''inchoate" liens involved in the cited

case. The liens were statutory and the statute was

followed.

The case of

Castro V. Malcolm, 66 Cal. App. 635,

is likewise relied on. This case was decided on the

authority of Maryland Casualty Co. v. Sliafer, supra,

and there is nothing in the case which discloses dis-

tinguishing facts.

2. THE "INCHOATE" LIEN OR EQUITABLE CHARGE.

There can be no equitable lien in this case. There

is an adequate statutoiy remedy.

1919 Statutes of California, 487; Amended
Stats. 1925, p. 538 ; 1927, p. 282

;

3 D.eeriug's General Latvs of California, 193],

Act 6423.

Where the statute provides a lien remedy equity

cannot be called upon to correct the mistake of the

one asserting the lien. See the following quotations:

"The right to a lien w^as, it seems, first recog-

nized in equity, and although in later tunes courts

of law also assimied jurisdiction in such cases, the

better rule, as supported by the weight of author-

ity, is that thereby the ancient jurisdiction of the
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chancellor was not lost, but that equity still exer-

cises a jurisdiction concurrent with courts of law

to enforce liens. //, how,&ver, resort is had to

equity to enforce a common-lmv statutory or legal

lien, no greater relief, it has been said, should he

allotved than could he ohtaiywd at law."

10 E. C. L., page 350.

''Rules of equity cannot be intruded in matters

that are plain and fully covered by positive stat-

ute. (Beeson v. Brotherhood of Locomotive Fire-

men, etc., 101 Kan. 399 (166 Pac. 466).) Neither

a fiction nor a maxim may nullify a statute. (Har-

rison Machine Works v. Auferheide (Mo. App.),

280 S. W. 711.) Nor will a court of equity ever

lend its aid to accomplish by indirection what the

law or its clearly defined policy forbids to be

done directly. (Jackson v. Torrence, 83 Cal. 521,

537 (23 Pac. 695).)"

Lass V. Eliassen, 94 Cal. App. 175, 179.

3. THE ASSIGNMENT OF JUNE 11, 1929.

Some attempt is made in the decision complained of

to bolster up the assignment of June 11, 1929. This

assignment purported to assign the money due the con-

tractor to the surety company. Prior to October 17,

1929 (after bankruptcy), no notice of this assignment

was given to any person. The bankrupt collected the

money and used it as he pleased. Upon the prior ap-

])eal this Court held

:

"The assignment being for security and having

taken no steps to realize on that security or to
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reduce it to possession prior to the filing of the

petition, the appellee cannot thereafter secure

payment of its debt by taking possession of the

security."

Street v. Pacific Indemnity Co,., 61 Fed. (2) 106.

This is the law of the case.

It is supported by a long line of decisions.

Benedict v. Ratner, 268 U. S. 353; 45 S. Ct. 556;

69 L. Ed. 991;

In re Borok, 50 Fed. (2) 75.

In the decision complained of this Court cites ohita

dicta contained in the decision on the prior appeal.

*'It now appears from the record that at the

time the bankruptcy proceeding was filed the

surety was engaged in completing the contract

because of the default of the bankrnpt. We said

on the prior appeal: 'Had it appeared from the

record that the bankrnpt had ahandoned the con-

tract and that the work was completed by appel-

lee after the filing of the petition in bankruptcy,

thus depriving the bankrupt of any further par-

ticipation in the funds to become due on the con-

tract, a different situation would have been pre-

sented. In the absence of such a showing the sole

question presented on the admitted facts is as to

the situation at the time the petition was filed.'
"

(Italics ours.)

E. C. Street v. Pacific Indemnity Co., p. 4.

Of course, this obita dicta, is not the law of the case,

and it is not the law of any case. It is based upon a

false premise from which a false conclusion is drawn.
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This Court in its present opinion states that "the

surety was engaged in completing the contract because

of the default of the bankrupt." The fact is that the

bankrupt was never in default under his contract with

the County of Alameda.

Trustee's "Exhibit No. 1, as of March 15, 1933",

attests this fact:

"Oakland, California,

November 12, 1929.

To the Honorable Tlie Board of Supervisors

of the County of Alameda, State of California.

Gentlemen

:

3Ir. J. F. Collins has completed the work in con-

nection with the improvement of a portion of

the Hayward-Redwood Canyon Road, otherwise

known as County Road No. 7355 southerly from

the westerly end of the Pinehurst Road, all in

Eden Road District, Eden Township, Alameda

County, California, all in accordance with his

contract with the County of Alameda.

I recommend the acceptance of said work.

Very truly yours,

George A. Posey,

County Surveyor, Alameda County.
'

'

(Record, page 85.)

The contract was never permitted to be in default.

By agreement between the appellee and the bankrupt

the work went forward as though nothing had hap-

pened. If default had occurred the County of Ala-

meda would have had to stop the work and call for new

bids to complete the job. Such a happening would

have been costly to the appellee, so it did not permit

the bankrupt to default under his contract.
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If the bankrupt was not in default under his con-

tract he surely had not ''abandoned'' it. He called in

the appellee, ex])lained his financial condition and per-

mitted the appellee to complete his contract in his

name. The appellee became the bankrupt's accent and

financial backer.

The false conclusion drawn from the erroneous

statement of fact consisted of the statement that the

alleged abandonment of the contract would have re-

sulted in the "depriving- of the bankrupt of any fur-

ther participation in the funds to become due on the

contract." Nothing is further from the fact. Thi^

rights of the bankrupt are governed by the terms of

his contract with the County of Alameda. This con-

tract is in evidence (R. No. 1, 4/9/31 ; B.J.W., R.) and

the material portion reads as follows

:

"5. That the said second party further agrees

that if the work to be done under the contract and
agreement shall be abandoned, or if this contract

shall be assigned by the second party, or if at any
time the agent authorized to superintend said

work shall be of the opinion, and shall so certify

in writing to the said first party that the said

work or any part thereof is unnecessarily or un-

reasonably delayed, or that the said second party

is wilfully violating any of the conditions or cove-

nants of this contract, or is executing this con-

tract in bad faith, the said first party shall have
the power to notify the said second party to dis-

continue all work or any part thereof under this

contract, and thereupon the said second party
shall cease to continue said work or such part
thereof as said first party may designate, and the

said first party shall thereupon have the powei I
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to place such and so many persons, and to obtain

by contract, purchase, or hire, such annuals, carts,

wagons, inipleuients, tools, material or materials,

by contract or otherwise, as said first party may
deem advisable, to work at or to be used to com-

plete the work herein described, or such part
thereof as to the agent authorized to superintend

the same may be necessary, and to use such ma-
terial as they may find U]jou the line of said work
and to charge the expense of such labor and ma-
terials, animals, carts, wagons, implements and
tools to the second party, and the expense so

charged shall be deducted and paid by the first

party out of such moneys as may be either due
or may at any time thereafter become due to said

second pdrty under and by virtue of this con-

tract or any part thereof.

In case such expense is less than the sum which
would have been payable undm- this contract, if

the same had been completed by the said second
party, the said second party shall be entitled to

receive the difference, and in case such expense
shall exceed the last said amount, then said second
party or his bondsmen shall pay the amount of
such excess to the first party on notice from the
said first party of the excess so due." (Italics

ours.)

It is thus perfectly clear, that if the contractor had
abandoned his contract and the County of Alameda
had completed the job at an expense of $7202.25

(which appellee expended to complete the job), then

the contractor would have been entitled to the balance,

less the amount which the County would have been

compelled to pay to laborers and materiahnen who had
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perfected their claim against the fund. If no such

claims had been perfected and paid the balance would

go to the contractor.

A case closely paralleling the instant case is the

case of

Blue V. Herkimer Nat. Bank, 30 Fed. (2) 256,

259, 260,

the material portions of which follow:

"After the assignment of the road moneys was

made to it as collateral security for payment of

the bankrupt's debt, the bankrupt was peniiitted

to use the moneys as he collected them without

accountability up to January 15, 1918 ; the moneys
were deposited in the bankrupt's general account.

These moneys, thus deposited, were checked out

without restrictions. Prior to January 35, 1918,

the moneys were deposited in, and some with-

drawn from, the general account, and used by the

bankrupt and his wife. This free and unrestricted

use of the moneys so assigned destroyed any lien

created. An agreement, either oral or written,

which permits the debtor to use the money as-

signed, avoids the lien intended, and makes the

assignment void. (Citing cases.)

The majority think that the course of conduct

of the i)arties here fairly permits us to imply that

there was an agreement by which the bankrupt
tva^H to continue the tvork and finish his contract,

and the bank was to supply the necessary money,

if collected, from the assigned accounts. Moneys
retained by the defendant after the date of bank-
ruptcy belonged to the trustee. Before February
5, 1919, there was collected and deposited $12,-

312.64 in the 'Robert Earl Special Account.' Such

i
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items as were charged against it for repayment of

loans or interest thereon may not be allowed as

an olfset. The debts were not mutual. Prior to

January 15, 1918, and after the assignment, the

bank collected and dej^osited in the bankrujDt's

account $12,171.91 of road moneys, and deposited

this in his general account. Payment thereof to

him discharged the bank as to this amount. Be-
tween October 4th and February 4th, the bank
received payment of some of its loans, but the

record is not clear as to the amount thereof. From
the record, it is impossible to determine the pay-
ments made by the bank in carrying on the con-

tract. The 'Robert Earl Special Account' giA^es

a list of disbursements on and after January 15,

1918, but gives no indication of how many of these

items were payments which directly helped to

carry on the road contracts. There is no testi-

mony of witnesses as to this.

From the opinion below, however, it appears
that the bank claimed that the total amount re-

ceived prior to the opening of the 'Robert Earl

Special Account' tvas applied hy the bank to en-

able the bankrupt to complete the road contracts.

It makes the same claim with regard to the amount
of the road contracts placed in the special account.

The court below, in its opinion, does not appear
to have disagreed with this claim, but merely
found that there was no lien to this amount. As
to the moneys collected and deposited after Feb-
ruary 4th, when the bankruptcy ensued, the bank
is liable therefor to the trustee. Between October

4, 1917, and February 4, 1918, the bank received
payment of some of its loans maturing within that

period, which, together with interest, appears to

be $30,505.53. The last of the bankrupt's charges
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paid out of the general account created an over-

draft of $425.55, which increased until, on Feb-

ruary 1, 1918, it amounted to $503.73, and on that

day was made good by the defendant out of the

'Robert Earl Special Account', and this sum must

be paid to the trustee. The payment of the hank's

notes from money realized on the assignment of

the road contracts constituted a voidable prefer-

ence.

It is obvious that the moneys thus collected were

used for the purpose of creating a fund to be ap-

plied upon the maturing note obligations of the

bankrupt during the four months period, and this

was a voidable preference, if the defendant had

knowledge of the bankrupt's insolv.emcy. (Citing

cases.) It had full knowledge of the bankrupt's

financial condition from the statement furnished,

and from its method of handling his moneys w^hen

received in ])a,yment of the contract it displayed

a desire to protect itself. To a considerable ex-

tent, the defendant took supervision of his fi-

nances in carrying out his contracts. It had
reasonable cause to believe that it was obtaining;

an advantage over other creditors, and is charge-

able with the intent of creating a preference for

itself. (Citing cases.) Of this $12,312.64 received

by the defendant after January 15, 1918, in the

'Robert Earl Special Account', and which was
not paid to the bankrupt, the defendant is re-

sponsible to the trustee.

Because we are unable to accurately tell from
this record the amounts paid the bank out of the

bankrupt's funds between October 4, 1917, and
Februar}^ 4, 1918, and thereafter, we must reverse

the decree, and direct the court below to ascertain

i
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this amount and add it to the sums the plaintiff

mil otherwise recover. The decree then to be

entered will be for $16,571.52, plus the overdraft
paid of $503.73; a\l>>o moneys received from the

state and county after February 4, 1918, tvhich

tvere then due as retained percentage or otherivise

to the hankrnpt, giving the hank credit for moneys
spent for completion of the contract; also moneys
paid on the bankrupt's notes, except renewals,
durino: the four niontlis i)eri(Kl and ther<^after, to-

gether with the fees and disbursements paid to the

attorney filing the petition in bankruptcy. In-

terest will be added to these several smus. To the

extent that Tryon remains indebted to the bank, it

shall have a right to file its claim as a general
creditor.

'

'

4. THE ALLOWANCE OF CERTAIN MISCELLANEOUS
EXPENDITURES.

This Court has approved as proper charges against

the fund (1) the cost of the contractor's capital equip-

ment, (2) the living expenses of executive employees,

and (3) premiums paid for workmen's compensation

and public liability insurance.

Not a single one of these items could have been

made the basis of claun against the fund or against

the surety company on its bond.

Montgomery v. Southern Surety Co., 162 IST. E.

31;

A. L. Young v. Cupp, 213 Cal. 210.

If the original creditors could not have sustained

claims based on these items, how can the surety com-
pany base any claim on them?
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CONCLUSION.

This case rejn'esents the onh^ opportunity of credi-

tors with claims amounting to $77,230 to collect any-

thing. The assets of the bankrupt were listed at

$37,200, but consist solely of mythical damage suits

and exempt property amomiting to $1-1:,500. (R. p.

94.)

The appellee acting on the ancient maxim that

"l)ossession is nine points of the haw'' took all of the

assets under an assignment executed after bankruptcy

and now seeks to found its claim on a secret and un-

disclosed lien. The small creditors whom the bank-

ruptcy law was enacted to protect are out in the cold.

A rehearing should be granted and the order re-

versed.

Dated, San Francisco,

September 25, 1935.

Clarence A. Linn,

Attorney for AppeUan'c

and Petitioner.
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Certificate of Counsel.

I hereby certify that in my judgment the foreg-oing

petition for a rehearing is well founded and that it is

not interposed for delay.

Dated, San Francisco,

September 25, 1935.

Clarence A. Linn,

Attorney for App.ellant

and Petitioner.

(Appendix Follows.)
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Appendix

The statutes involved in the instant case

:

Stats. 1919, p. 487, amended by Stats. 1925, p.

538; 1927, ]). 282; 3 Deeviiv^'a General Laws,

1931, Art. 6423:

''Sec. 2. Claims of materialmmi, laborers, etc.

Assignments. Action upon bond. Additional

bond. Any materialman, person, company or cor-

poration furnishing materials, provisions, proven-

der or other supplies used in, upon, for or about

the performance of the work contracted to be

executed or performed, or any person, company
or corporation renting or hiring teams or imple-

ments or machinery for or contributing to said

work to be done, or any person who performed

work or labor upon the same, or any person who
supplies both work and materials, and whose claiia

has not been paid by the contractor, company, or

corporation, to whom the contract has been

awarded, or by the subcontractors of said con-

tractor, company, or corporation, may at any time

prior to the expiration of the period within which

claims of lien must be filed for record as pre-

scribed by section one thousand one hundred
eighty-seven of the Code of Civil Procedure file

with the commissioners, managers, trustees, of-

ficers, board of supervisors, board of trustees,

common council, or other body, by whom such

contract was awarded, or with the controller,

auditor, or other public disbursing officer whose
duty it is to make payments under the pro\dsions

of such contract a verified statement of such

claims, together with a statement that the same
have not been paid. * * *
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Actions against the state, piihlic hoard, commis-

sioH, or officer thereof, or the political subdivision

of the state, or the disbursing officer whose duty it

is to make payments under the provisions of the

conti-act for the public improvement in question,

brought by any claimant who has filed claim

under this act, or his assign, shall be governed by

the provisions of section one thousand one hun-

dred eighty-four, one thousand one hundred eighty-

four a, one thousand one hundred eighty-four b,

and one thousand one hundred eighty-four c of

the Code of Civil Procedure and the verified no-

tice provided for in the said sections shall be

equivalent for all purposes to the verified claim

ju'ovided for herein."

Code of Civil Proced,iire, sees. 1184, 1184a, 1187:

''Sec. 1184. Notice of mechanics' lie'ns. Any
of the persons mentioned in the preceding section,

except the contractor, and all persons, firms and
corporations, excluding the contractor, perform-

ing work or furnishing materials, or both, upon
any public improvement, including highways,

streets, wagon roads, viaducts or sewers, may at

any time, prior to the expiration of the period

within which claims of lien must be filed for rec-

ord, as prescribed by the provisions of section

1187 of this code, give to the owner a notice that

they have performed labor or furnished materials,

or both, to the contractor or other person acting

by the authority of the owner, or that they have

agreed to do so, stating in general terms the kind
of labor and materials and the name of the person

to or for whom the same was done or furnished,

or both, and the amount in value, as near as may
be, of that already done or furnished, or both, and

1
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of the whole agreed to be done or furnished, or

both, and any of said persons who shall on the

written demand of the owner refuse to give such

notice shall thereby deprive himself of the right

to claim a lien under this chapter. * * *

Sec. 1184a. Time of comymencing action. No
action to enforce the payment o'f any such claim

shall be commenced against the owner, nor against

the state or any public board, commission, or of-

ficer thereof, nor against any political subdivision

of the state or the disbursing officer thereof whose

duty it is to make payments under i3rovisions of

such contract, prior to the expiration of the

period within which claims of lien must be filed

for record, as prescribed by section one thousand

one hundred eighty-seven of this code, nor shall

any such suit be commenced later than ninety

days following the expiration of such period. No
money or bond shall be withheld by reason of any

such notice longer than said ninety days following

the expiration of such period unless pro'ceedings

be commenced in a proper court within that time

by the claimant to enforce his claim; and in case

such proceedings be so commenced but be not

prosecuted to trial within two years after the

commencement thereof, the court may in its dis-

cretion dismiss the same for want of prosecution

;

and in all cases upon the dismissal of such pro-

ceedings, unless it be expressly stated that the

same is without prejudice, or upon a judgment

rendered therein against the claimant, or upon the

termination of said ninety days above provided if

such proceedings have not been commenced, such

notice shall cease to be effective and the moneys or

bonds withheld shall be paid or delivered to the

contractor or other person to whom they are due.
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Sec. 1187. Claim of lien filed in the recorder's

office. Every origiiial contractor, claiming the

benefit of this chapter, within sixty days after the

completion of his contract, and every person save

the orioinal contractor claiming the benefit of this

chapter, at any time after he has ceased to per-

form labor or furnish material, or both, for any
work of improvement mentioned in this chapter,

and until thirty days after the completion of

such work of improvement, as a whole may file

for record with the county recorder of the county

or city and county in which such property or some
part thereof is situated a claim of lien containing

a statement of his demand after deducting all just

credits and offsets, the name of the o^^^ler or re-

puted owner, if known, a geiieral statement of the

kind of Avork done or materials furnished by him,

or both, the name of the person by whom he was
employed or to whom he furnished the materials,

and a description of the property souoht to be

charged with the lien sufficient for identification;

which claim of lien must be verified by oath of

claimant or some other person. * * *"

The statute involved in the case of

American Surety Co. v. City of Santa Barbara,

61 Fed. (2) 769:

Sec. 19, of the Street Improvement Act of 1911, as

amended in 1919 (Stat. 1919, p. 480) :

"Every contractor, i^erson, company or corpo-

ration, including contracting owners, to whom is

awarded any contract for street work under this

act, shall, before executing the said contract, file

with the superintendent of streets a good and suf-

ficient bond, approved by the mayor, in a smn notj

less than one-half of the total amount payable byl



the terms of said contract ; such bond shall be exe-

cuted by the principal and at least two sureties,

who shall qualify for double the sum specified in

said bond, and shall be made to inure to the benefit

of any and all pei*sons, companies, or corporations

who perform labor on, or furnish materials to' be

used in the said work of improvement, and shall

provide that if the contractor, ])erson, company, or

cor],3oration to whom said contract was awarded

fails to pay for any materials so furnished for the

said work of improvement, or for any w^ork or

labor done thereon of any kind, that the sureties

will pay the same, to an amount not exceeding the

sum specified in said bond. Any laborer, mate-

riahnan, person, company or corporation, furnish-

ing materials to be used in the performance of

said work specified in said contract, or who per-

formed work or labor upon the said improvement

whose claim has not been paid by the said con-

tractor, company or corporation, who executed

the said contract, shall severally have a first lien

upon and against the assessment, any partial as-

sessment, any reassessment, and any bonds which

may be issued to represent any assessment or re-

assessment. Such laborers, or materialmen may,

at any time prior to thirty days after the record-

ing of the assessment for said work file with the

superintendent of streets, a verified statement of

his or its claim, together with a statement that the

same, or some part thereof, has not been paid.

At any time within ninety days after the filing o'f

such claim, the persons, compan}^, or corporation,

filing the same or their assigns may commence an

action either to enforce the aforesaid lien, or on

said bond for" the recovery of the amount due on

said claim, together with the costs incurred in

said action, and a reasonable attorneys fee to be

fixed by the court; for the prosecution thereof."





No. 7693

€\xvx\i Court of Appeals;

Jfor tfje iSmtti Cirtuit.

UNITED STATES OP AMERICA,
Appellant,

vs.

PERCY L. PETTIGREW,
Appellee.

®ra«0mpt of '^S^nrxxh

Upon Appeal from the District Court of the United

States for the Northern District of California,

Southern Division.

JAN 28 1935

PAUL P. t»"SRiEN,

Parker Prlntlns Company, 545 Sansome Street. San Francisco. 60— 1-24-34



1



No. 7693

Winitth ^mti

Circuit Court of appeals;

Jfor tfje Mintb Circuit.

UNITED STATES OF AMERICA,
Appellant,

vs.

PERCY L. PETTIGREW,
Appellee.

©ransrnjjt nf iSprorb

Upon Appeal from the District Court of the United

States for the Northern District of California,

Southern Division.

Parker Printing Company, 545 Sansoine Street. San Francisco. eo— 1-24-34





INDEX

[Clerk's Note: When deemed likely to be of an important nature,

errors or doubtful matters appearing in the original certified record are

printed literally in italic; and, likewise, cancelled matter appearing in

the original certified record is printed and cancelled herein accordingly.

When possible, an omission from the text is indicated by printing in

italic the two words between which the omission seems to occur.]

Page

Answer 8

Amendment to Complaint 13

Appeal, ( 'itation on 60

Appeal, Notice of 54

Appeal, Petition for, and Order Allowing 55

Assigmnent of Errors 56

Bill of Exceptions 26

Plaintiff 's Exhibit 1 32

Plaintiff's Exhibit 2 42

Witness for Plaintiff:

Pettigrew, Percy L.

—direct 37

—cross 40

—redirect 42

Complaint 2

Complaint, Amendment to 13

Clerk 's Certificate 59

Citation on Appeal 60

Errors, Assignment of 56

Exceptions, Bill of 26

Findings of Fact and Conclusions of Law 18



U INDEX

Page

Judgment 25

Minute Order Waiving Jury 13

Notice of Appeal 54

Order Allo^Ying Appeal 55

Petition for and Order Allowing Appeal 55

Praecipe on Appeal 58



NAMES AND ADDRESSES OF
ATTORNEYS OF RECORD

GOLDMAN & ALTMAN,
Russ Building, San Francisco, California,

Attorneys for Plaintiff and Appellee.

H. H. McPIKE,
United States Attorney

ESTHER B. PHILLIPS,
Assistant United States Attorney,

Post Office Building, San Francisco,

California,

Attorneys for Defendant and Appellant.



4 United States of America

scribed by the Bureau of Internal Revenue and

by the Courts under which taxpayers may de-

termine the i^ortioii of their income earned

after July 29, 1927, which they are entitled to

treat as Community Income under the laws of

the State of California and report separately,

no opportunity has been afforded them to choose

between a joint and separate return. The right

is therefore reserved to amend this return at a

later date substituting therefor separate returns

of husband and wife and to have any excessive

tax paid as the result of filing this return

refunded.

Percy L. Pettigrew.

Laura Doe Pettigrew.

By Percy L. Pettigrew,

As Agent in Absence of Taxpayer."

That at the time that jDlaintiff and his said wife,

Laura Doe Pettigrew, were required to file their

respective individual income tax returns for the cal-

endar year 1928. no rules or regulations had been

prescribed by the Commissioner of Internal Rev-

enue or the Secretary of Treasury of the United

States with respect to the determination of what

constituted community income or- the manner of

dividing community income between sj)ouses dom-

iciled in California during the year 1928, where such

community income was attributable to and resulted

from the employment of both personal services ren-

dered during the year 1928 and of capital acquired
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prior and subsequent to July 29, 1927. That bv

reason of the absence of such rules [2] and regula-

tions, plaintiff and his said wife reported their

respective incomes in the manner hereinabove set

forth.

5. During the year 1928 plaintiff had an in-

come from salary and earnings resulting from the

employment of both personal services and capital

in the sum of $31,751.31, all of which said sum con-

stituted the community property of said plaintiff

and his wife, Laura Doe Pettigrew. That, pursuant

to the provisions of Section 161 (a) of the Civil

Code of the State of California, said Laura Doe

Pettigrew, the wife of plaintiff, had such a vested

interest in one-half of said sum of $31,751.31 that

she was entitled and required to report separately

and pay an income tax to said Collector of Internal

Eevenue for the First District of California on one-

half of said simi of $31,751.31, and plaintiff was only

required to report and pay an income tax to said

Collector on the remaining one-half of said sum of

$31,751.31. That in addition to the foregoing sum of

$31,751.31, plaintiff had during the year 1928 income

from his separate property in the sum of $47,029.61.

6. During the year 1929 plaintiff paid to the Col-

lector of Internal Revenue for the First District of

California the sum of $10,468.36, being the amount

of income taxes which would have been due from

plaintiff if all of said income hereinabove referred
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to had been income from the separate property of

plaintiff. That by reason of the fact that of said

income the sum of $15,875.66 was the separate in-

come of Laura Doe Pettigrew, his wife, the total

income tax due from plaintiff for the year 1928 was

the sum of $7,019.50, and plaintiff is entitled to the

return of the sum of $3,448.86, being the difference

between the income taxes 23aid by him and the

amount properly payable by him.

7. Within the time allowed by law and in the

manner [3] and form provided by law, plaintiff

duly and regularly filed with the Commissioner of

Internal Revenue his claim for refund in the sum

of $5,297.13, as and for income taxes illegally as-

sessed and collected from i^laintiff on account of in-

come taxes for the year 1928 ; that in said claim for

refund, plaintiff relied upon the grounds set forth

in this complaint. That subsequent to the filing of

said claim for refund, to-wit, on the 13th day of

July, 1932, the Commissioner of Internal Revenue

disallowed and rejected plaintiff's claim for refund

for the full aforementioned sum of $5,297.13. There-

after, and on said 13th day of July, 1932, the said

Connnissioner of Internal Revenue duly notified

plaintiff in writing of said disallowance and rejec-

tion, in accordance with the provisions of Section

3226, Revised Statutes, as amended, and as fur-

ther provided by Section 1103 of the Revenue Act

of 1932.
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8. The tax for which claim is made herein, tq-

wit, in the sum of $3,448.86, was erroneously and

illegally assessed and collected and the rejection of

plaintiff's claim for refund to the extent of

$3,448.86, together with interest thereon, was er-

roneous and improper.

9. No part of said sum of $3,448.86, iUegally as-

sessed and collected from plaintiff as aforesaid, or

any interest on said last mentioned sum has been

repaid or refunded to plaintiff, and the whole there-

of, to-wit, the sum of $3,448.86, together with inter-

est, is now due, owing and unpaid.

10. The sole person interested in and the owner

of said claim for the return of said sum of $3,448.86

and interest is plaintiff herein; that no assignment

or transfer of said claim, or any part thereof, or

interest therein, has been made, and the plaintiff

herein is justh^ entitled to the amount herein claimed

from the United States, after [4] allowing all just

credits and offsets due from plaintiff; that plaintiff

is a citizen of the United States, and has at all times

borne true allegiance to the Government of the

United States, and has not in any way voluntarily

aided, abetted or given encouragement to rebellion

against the said Government. That plaintiff believes

the facts as stated in this complaint to be true.

WHEREFORE, plaintiff prays for judgment

against defendant in the sum of $3,448.86, together

with interest thereon as provided by law, and costs

of suit, and for such other and further relief as
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may be meet and proper in the premises.

GOLDMAN & ALTMAX
Attorneys for Plaintiff,

State of California,

City and County of San Francisco,—ss.

PEECY L, PETTIGREAV, being first duly

sworn, deposes and says:

That he is the plaintiff in the above entitled ac-

tion; that he has read the above and foregoing com-

plaint, and knows the contents thereof, and that the

same is true of his own knowledge, except a.s to the

matters which are therein stated on his information

or belief, and that as to those matters, he believes it

to be true,

PERCY L. PETTIGREW
Subscribed and sworn to before me this -tth day

of October, 1933,

[Seal] LOUIS WIENE
Notary Public in and for the City and County of

San Francisco, State of California,

My conmiission expires July 30th. 1935,

[Endorsed] : Filed Oct. 4, 1933. [5]

[Title of Court and Cause.]

ANSWER,

Now comes the defendant and answers the com-

plaint on file herein as foUows:

I,

Defendant admits the allegations of Paragraphs

1, 2 and 3.
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II.

Answering the allegations of Paragraph 4, de-

fendant admits that on March 15, 1929, the plaintiff

executed and filed with the Collector of Internal

Revenue for the First District of California, an in-

dividual income tax return for the year 1928, which

purported to cover the income received by himself

and his wife, LAURA DOE PETTIGREW, for

the calendar year 1928. Defendant admits that at-

tached to said return was a notice directed to the

Coimnissioner of Internal Revenue, copy of which

notice is correctly quoted in Paragraph 4 of the

complaint.

Defendant denies the allegation in said paragraph

that at that time plaintiff and his wife were re-

quired to file their respective individual income tax

returns for the calendar year 1928. Defendant

alleges that the filing [6] of joint or separate re-

turns was optional under the provisions of Section

51 (b) of the Revenue Act of 1928.

Defendant denies the allegation in said paragraph

that at the time of filing said return no rules or

regulations had been prescribed by the Commis-

sioner of Internal Revenue or the Secretary of the

Treasury of the United States with respect to the

determination of community income or the manner

of dividing community income between spouses

domiciled in California during the year 1928, where

such community income was attributable to and re-

sulted from the employment of personal services

rendered during 1928 and of capital acquired prioi'
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to and sii])seqiieiit to July 29, 1927. Defendant

alleges that rulings were made and became effec-

tive thereon on March 4, 1929.

III.

Answering the allegations of Paragraph 5, de-

fendant has no information or belief upon the alle-

gations therein, and therefore denies the allegation

as to the amount derived by plaintiff from salary

and earnings and capital in 1928. Defendant neither

denies nor admits the legal conclusions in said

paragraph respecting the right of the wife of plain-

tiff to report a vested interest in i3art of said in-

come so alleged to have been derived by plaintiff.

Defendant has no information or belief upon the

allegation respecting the income derived by plain-

tiff during 1928 from his separate property, and

therefore denies each and every allegation therein.

IV.

Answering the allegations of Paragraph 6, de-

fendant admits that during the year 1929 plaintiff*

paid [7] said (Collector of Internal Revenue the

sum of $10,468.36, being the amount reported on

said retu.rn.

Defendant has no information or belief upon tlie

allegation in Paragraph 6 respecting the portion of

said income which was a separate income of plain-

tiff's wife, and therefore denies each and every alle-

gation therein. Denies that the total income tax

due from plaintiff' for the year 1928 was $7,019.50.

Denies that plaintiff is entitled to a return of

$3,448.86.
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V.

Answering the allegations of Paragraph 7, de-

fendant admits that on February 21, 1931, plaintiff

filed a claim for refund in the amount of $5,297.13,

and claimed that said amount represented a tax on

community income of himself and his wife, LAURA
DOE PETTIGREW.
Defendant admits that thereafter, and on June

28, 1932, the Commissioner of Internal Revenue re-

jected said claim for refund of $5,297.13, and noti-

fied the plaintiff on or about July 13, 1932, in

Avriting.

Admits that the grounds of said claim for refund

were the same grounds that are set forth in the

complaint. < W
VI.

Answering Paragraph 8, defendant denies each

and every allegation therein.

YII.

Answering Paragraph 9, defendant admits that

no part of said sum of $3,448.86 has been repaid

or refunded to the plaintiff. Denies that said

amount was illegally assessed or collected, and de-

nies that any part of said sum is now due or owing

by defendant to plaintiff or to anyone else. [8]

VIII.

Answering Paragraph 10, defendant has no infor-

mation or belief upon the allegations contained

therein and therefore denies each and every alle-

gation,
i
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WHEREFORE defendant prays that this action

be dismissed, for its costs and for such other relief

as may be just.

H. H. McPIKE,
United States Attorney.

ESTHER B. PHILLIPS,
Asst. L^nited States Attorney.

State and Northern District of California,

City and County of San Francisco.—ss.

ESTHER B. PHILLIPS, being first duly sworn,

deposes and says:

I hold the office of Assistant United States Attor-

ney for the Northern District of California. I am
charged with the responsibility of defending this

case in behalf of the United States. I have read

the foregoing answer and know its contents. The

answer is true of my own knowledge, save as to

matters therein alleged upon information and be-

lief, and as to those matters I believe the answer to

be true.

ESTHER B. PHILLIPS
Subscribed and sworn to before me this 1st day

of February, 1934.

[Seal] C. M. TAYLOR
Deputy Clerk, U. S. District Court,

Northern District of California.

Receipt of a copy of within answer admitted this

2d day of February, 1934.

GOLDMAN & ALTMAN
Attorney for Plaintiff.

[Endorsed] : Filed Feb. 2, 1934. [9]
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[Title of Court.]

AT A STATED TERM of the Southern Division

of the United States District Court for the

Northern District of California, held at the

Court Room thereof, in the City and County of

San Francisco, on Monday, the 19th day of Feb-

ruary, in the year of our Lord one thousand

nine hundred and thirty-four.

Present: the Honorable A. F. ST. SURE, District

Judge.

[Title of Cause.]

* * * Pursuant to the oral stipulation of the

attorneys made in open Court, it is Ordered that a

trial by jury be and the same is hereby waived. [10]

[Title of Court and Cause.]

AMENDMENT TO COMPLAINT TO CONFORM
TO PROOF.

By leave of court first had and obtained, plaintiff

above named files the following amendment to the

complaint to conform to proof at the trial of the

above entitled action and alleges

:

1. Incorporates by reference herein the allega-

tions contained in subdivisions 1, 2 and 3 and the

first paragraph of subdivision 4 of the complaint,

including the notice to the Commissioner of In-

ternal Revenue, and omits the balance of subdi-

vision 4 following said notice, and in place and

stead thereof, substitutes the following allegation:
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That plaintiff and his said wife, Laura Doe Petti-

grew, did not intend to elect, nor did they in fact

elect by the filing of said return above referred to,

to make a single joint return, within the purview

of subdivision (b) of Section 51 of the Revenue

Act of 1928.

2. In place and stead of subdivision 5 of said

complaint, plaintiff alleges:

5. During the year 1928 plaintiff received, as

and for compensation for personal services ren-

dered, the sum of $1215.00. During the year 1928

plaintiff had income in the sum of $39,926.87 at-

tributable to personal services rendered by plaintiff.

Both of said sums hereinbefore in this paragraph

set forth, and to-wit, aggregating the sum of $41,-

141.87, constituted conmiunity income of plaintiff

and his wife, Laura Doe Pettigrew, pursuant to the

provisions of Section 161(a) of the Civil Code of

the State of California, and plaintiff and said Laura

Doe Pettigrew were each entitled and required to

report separately and pay an income tax to the Col-

lector of Internal Revenue on one-half of said sum

of [11] $41,141.87, and plaintiff was only required

to report and pay an income tax to said Collector

on one-half of said sum of $41,141.87, to-wit, on the

sum of $20,570.94. That the net income of plaintiff

for the calendar year 1928, subject to payment of

Federal income taxes, was the sum of $58,210.00,

and said last mentioned sum includes the item of

$20,570.94 hereinabove referred to.
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3. In 23lace and stead of subdivision 6 of said

complaint, plaintiff alleges:

6. Plaintiff paid to the Collector of Internal

Revenue for the First District of California as and

for individual individual income taxes of plaintiff

for the calendar year 1928 the following sums upon

the following dates:

March 15, 1929 $2645.70

June 2, 1929 2645.70

September 6,1929 2588.48

December 11,1929 2588.48

Total $10468.36

That, by reason of the fact that in his return plain-

tiff included as his separate income the sum of

$20,570.93, which was the separate income of his

wife, Laura Doe Pettigrew, the correct income tax

due from plaintiff for the calendar year 1928 was

and is the simi of $6035.35. That the amount of in-

come tax due from said Laura Doe Pettigrew for

the calendar year 1928 upon said sum of $20,570.93

was and is the sum of $1008.02, no part of which

said last mentioned sum has been paid by said

Laura Doe Pettigrew, and plaintiff has consented

in open court to the reduction of the over-payment

of income taxes made by him by the aforementioned

amount of $1008.02 due from his wife, Laura Doe

Pettigrew. That, by reason of the foregoing, plain-

tiff is entitled to a net refund and return to him in

the sum of $3424.99.
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4. In place and stead of subdivision 7 of said

com- [12] plaint, plaintiff alleges

:

7. On February 21, 1931, and within the time

allowed by law and in the manner and form pro-

vided by law, plaintiff duly and legally filed with

the Commissioner of Internal Revenue his claim

for refund in the sum of $5297.13 as and for income

taxes illegally assessed and collected from plaintiff

on account of income taxes for the year 1928; that

in said claim for refund, plaintiff relied upon the

grounds set forth in his complaint herein. That sub-

sequent to the filing of said claim for refund, and

to-wit, on the 13th day of July, 1932, the Commis-

sioner of Internal Revenue disallowed and rejected

plaintiff's claim for refund for the full aforemen-

tioned sum of $5297.13. Thereafter and on said

13th day of July, 1932, said Commissioner of In-

ternal Revenue duly notified plaintiff in writing of

said disallowance and rejection in accordance with

the provisions of Section 3226, Revised Statutes, as

amended, and as further provided by Section 1103

of the Revenue Act of 1932.

5. In place and stead of subdivision 8 of said

complaint, plaintiff' alleges:

8. That the sum of $3424.99 was erroneously and

illegally assessed against and collected from plain-

tiff', and the rejection of plaintiff's claim for re-

fund to the extent of $3424.99, together with

interest thereon as provided by law, was erroneous

and improper.

6. In place and stead of subdivision 9 of said

complaint, plaintiff alleges

:
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9. No part of the aforementioned sum of

$3424.99, or any interest on said last mentioned sum

has been repaid or refunded to plaintiff, and the

whole thereof, to-wit, the sum of $3424.99, together

with interest thereon as provided by law, is now

due, owing and unpaid. [13]

7. In place and stead of subdivision 10 of said

complaint, plaintiff alleges

:

10. The sole person interested in and the owner

of said claim for the return of said sum of $3424.99

and interest is plaintiff herein; that no assignment

or transfer of said claim, or any part thereof, or

interest therein, has been made, and the plaintiff

herein is justly entitled to the amount herein claimed

from the United States, after allowing all just

credits and offsets due from plaintiff and his said

wife ; that plaintiff is a citizen of the United States,

and has at all times borne true allegiance to the

Government of the United States, and has not in

any way voluntarily aided, abetted or given en-

couragement to rebellion against the said Govern-

ment.

WHEREFORE, plaintiff prays judgment against

defendant in the sum of $3424.99, together with

interest thereon as provided by law and costs of

suit.

GOLDMAN & ALTMAN,
Attorneys for Plaintiff.

State of California,

City and County of San Francisco—ss.

JOHN C. ALTMAN, being first duly sworn, de-

poses and says:
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That he is one of the attorneys for plaintiff in

the above entitled action ; that he has read the above

and foregoing amendment to complaint to conform

to proof, and knows the contents thereof, and the

same is true of his own knowledge, and that he

makes this affidavit for and on behalf of plaintiff,

w^ho is now absent from the City and County of

San Francisco, wherein affiant has his office.

JOHN C. ALTMAN.
Subscribed and sworn to before me this 2nd day

of June, 1934.

[Seal] LOUIS WIENER,
Notary Public in and for the City and County of

San Francisco, State of California. [14]

Upon motion of plaintiff, and good cause appear-

ing therefor,

IT IS HEREBY ORDERED that the foregoing

amendment to complaint of plaintiff to conform to

proof at the trial of the above entitled action be

filed in the above entitled action.

Dated: July 9, 1934.

A. F. ST. SURE,
United States District Judge.

[Endorsed] : Filed July. 9, 1934. [15]

[Title of Court and Cause.]

FINDINGS OF FACT AND CONCLUSIONS
OF LAW.

The above entitled cause came regularly on for

trial on the 1st day of June, 1934, before the above
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entitled court, Honorable A. F. St. Sure, judge pre-

siding, without a jury, a jury having been duly

waived by stipulation of the parties; Messrs. Gold-

man & Altman appearing as attorneys for the x^lain-

tift*, and H. H. McPike, Esq., United States Attor-

ney, and Miss Esther B. Phillips, Assistant United

States Attorney, appearing as attorneys for defend-

ant, and after trial had and the introduction of evi-

dence, both oral and documentary, the said cause

was submitted to the court for its consideration and

decision, and the court having considered the evi-

dence and the arguments of counsel, does now make

the following

FINDINGS OF FACT

1. That defendant is now and was at all times

mentioned herein and in the comi^laint a sovereign

body politic.

2. That plaintiff is now and was at all the times

mentioned herein and in the complaint a citizen of

the United States, residing in the City of Palo Alto,

County of Santa Clara, State of California.

3. During the entire year 1928 and for many

years prior thereto, plaintiff and Laura Doe Petti-

grew were husband and wife, living together as such

in the State of California and during all of the

times mentioned herein and in said complaint, plain-

tiff and said Laura Doe Pettigrew were domiciled in

and residents of the State of California.

4. On or about the 15th day of March, 1929,

plaintiff, executed and filed with the Collector of

Internal Revenue for the First District of Cali-
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fornia an individual income tax return covering in-

come received by himself and his wife, [16] Laura

Doe Pettigrew, for the calendar year 1928. In said

return filed as aforesaid and in answer to question

No. 3 thereof, to-wit, "Is this a joint return of hus-

band and wife" plaintiff and his wife, Laura Doe

Pettigrew, each signed a written statement ap-

l^ended to said return; that said statement was in

words and figures as follows:

"NOTICE

Commissioner of Internal Revenue,

Washington, D. C,

and

Collector of Internal Revenue,

San Francisco, California.

Sirs:

This return reflects the combined income of

Percy L. Pettigrew and Laura Doe Pettigrew,

husband and wife, both domiciled in the State

of California during the entire taxable year

1928.

In filing a joint return at this time these

taxpayers wish it to be specifically of record

that they do not exercise a binding election to

file a joint return of Community Income. Witli

the execution of salaries herein reported, what-

ever Community Income may have been re-

ceived during the year was received as the

result of the employment of both personal serv-

ices and capital, and until rules and regulations

are prescribed by the Buerau of Internal Reve-
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ime and by the C^ourts under which taxpayers

may determine the portion of their income

earned after July 29, 1927, which they are en-

titled to treat as Community income under the

laws of the State of California and report

separately, no opportunity has been afforded

them to choose between a joint and separate

return. The right is therefore reserved to

amend this return at a later date substituting

therefor separate returns of husband and wife

and to have any excessive tax paid as the result

of filing this return refunded.

Percy L. Pettigrew

Laura Doe Pettigrew

By Percy L. Pettigrew

As Agent in Absence of

Taxpayer. '

'

That plaintiff and his said wife, Laura Doe Petti-

grew, did not intend to elect, nor did they in fact

elect by the filing of said return above referred to,

to make a single joint return, within the purview of

subdivision (b) of section 51 of the Revenue Act

of 1928.

5. During the year 1928 plaintiff received, as

and for compensation for personal services rendered,

the sum of [17] $1215.00. During the year 1928

plaintiff had income in the sum of $39,926.87 attri-

butable to personal services rendered by plaintiff.

Both of said sums hereinbefore in this paragraph

set forth, and to-wit, aggregating the sum of $41,-

141.87, constituted community income of plaintiff
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and his wife, Laura Doe Pettigrew, pursuant to the

provisions of Section 161(a) of the Civil Code

of the State of California, and plaintiff and said

Laura Doe Pettigrew were each entitled and re-

quired to report separately and pay an income tax

to the Collector of Internal Revenue on one-half of

said sum of $41,141.87, and plaintiff was only re-

quired to report and pay an income tax to said

Collector on one-half of said sum of $41,141.87,

to-wit, on the sum of $20,570.94. That the net in-

come of plaintiff for the calendar year 1928, subject

to payment of Federal income taxes, was the sum

of $58,210.00, and said last mentioned sum includes

the item of $20,570.94 hereinabove referred to.

6. Plaintiff paid to the Collector of Internal

Revenue for the First District of California as and

for individual individual income taxes of plaintiff

for the calendar year 1928 the following sums upon

the following dates:

March 15,1929 $2645.70

June 2, 1929 2645.70

September 6,1929 2588.48

December 11, 1929 2588.48

Total 10.468.36

That, by reason of the fact that in his return plain-

tiff included as his separate income the sum of

$20,570.93, which was the separate income of his

wife, Laura Doe Pettigrew, the correct income tax

due from plaintiff for the calendar year 1928 was

and is the sum of $6035.35. That the amount of in-
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come tax due from said Laura Doe Pettigrew for

the calendar year 1928 upon said sum of $20,570.93

was and is the [18] sum of $1008.02, no part of

which said last mentioned sum has been paid by

said Laura Doe Pettigrew, and plaintiff has con-

sented in open court to the reduction of the over-

payment of income taxes made by him by the afore-

mentioned amount of $1008.02 due from his wife,

Laura Doe Pettigrew. That by reason of the fore-

going, plaintiff is entitled to a net refund and return

to him in the sum of $3425.99.

7. On February 21, 1931, and within the time

allowed by law and in the manner and form pro-

vided by law, plaintiff duly and legally filed with

the Commissioner of Internal Revenue his claim

for refund in the sum of $5297.13 as and for in-

come taxes illegally assessed and collected from

plaintiff on account of income taxes for the year

1928 ; that in said claim for refund, plaintiff relied

upon the grounds set forth in his complaint herein.

That subsequent to the filing of said claim for re-

fund, and to-wit, on the 13th day of July, 1932,

the Commissioner of Internal Revenue disallowed

and rejected plaintiff' 's claim for refund for the

full aforementioned sum of $5297.13. Thereafter

and on said 13th day of July, 1932, said Com-

missioner of Internal Revenue duly notified plain-

tiff in writing of said disallowance and rejection

in accordance with the provisions of Section 3226,

Revised Statutes, as amended, and as further pro-

vided by Section 1103 of the Revenue Act of 1932.

8. That the sum of $3424.99 was erroneously and
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illegally assessed against and collected from plain-

tiff, and the rejection of plaintiff's claim for refund
to the extent of $3424.99, together with interest

thereon as provided by law, was erroneous and
improper.

9. Xo part of the aforementioned smii of

$3424.99, or any interest on said last mentioned sum
has been repaid or refunded to plaintiff, and the

whole thereof, to-wit, the sum [19] of $3424.99,

together with interest thereon as provided by law,

is now due, owing and unpaid.

10. The sole person interested in and the owner

of said claim for the return of said sum of $3424.99,

and interest is plaintiff herein; that no assignment

or transfer of said claim, or any part thereof, or

interest therein, has been made, and the plaintiff

herein is justly entitled to the amount herein

claimed from the United States, after allowing all

just credits and offsets due from plaintiff and his

said wife; that plaintiff is a citizen of the United

States, and has at all times borne true allegiance

to the Government of the United States, and has

not in any way voluntarily aided. al3etted or given

encouragement to rebellion against the said Gov-

ernment.

And as conclusions of law from the foregoing

facts found, the court finds that the plaintiff,

Percy L. PettigTew, is entitled to have and recover

of and from the United States of America, defend-

ant, the simi of $3424.99, with interest as provided

by law. together with his costs herein expended,

taxed at the simi of $26.25.

Let judgment be entered accordingly.
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DONE in open court, this 9tli day of July, 1934.

A. F. ST. SURE
United States District Judge.

[Endorsed] : Receipt of a copy of the within find-

ings of fact and conclusions of law is hereby ad-

mitted, this 2 day of June, 1934.

H. H. McPIKE
ESTHER B. PHILLIPS

Attorneys for Defendant.

[Endorsed] : Filed Jul. 9, 1934. [20]

In the Southern Division of the United States

District Court for the Northern District of

California.

No. 19545-S

PERCY L. PETTIGREW,
Plaintiff,

—^vs

—

UNITED STATES OF AMERICA,
Defendant.

JUDGMENT ON FINDINGS

This cause came on regularly for trial upon the

1st day of June, 1934, before the Court sitting with-

out a Jury, a trial by Jury having been waived by

oral stipulation; John C. Altman and Richard S.

Goldman, Esqs., appearing as attorneys for plaintiff,

and Esther B. Phillips, Assistant United States At-

torney, appearing as attorney for defendant, and

the trial having been proceeded with, and oral and

documentary evidence having been introduced and
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closed, and the cause having been submitted to the

Court for consideration and decision, and the Court,

after due deliberation, having rendered its decision

and filed its findings, and ordered that judgment be

entered in accordance with said findings:

Now, therefore, by virtue of the law and by rea-

son of the findings aforesaid, it is considered by the

Court that Percy L. Pettigxew, Plaintiff, do have

and recover of the United States of America, De-

fendant, the sum of Three Thousand Four Hundred

Twenty-four and 99/100 (3424.99) Dollars, with in-

terest as provided by law, together with his costs

herein expended taxed at $26.25.

Judgment entered this 9th day of July, 1934.

WALTER B. MALING,
Clerk. [21]

[Title of Court and Cause.]

BILL OF EXCEPTIONS.

BE IT REMEMBERED that this case came reg-

ularly on for trial before A. F. ST. SURE, United

States District Judge, sitting without a jury, on the

1st day of Jime, 1934, the plaintiff appearing by

his Attorneys, MESSRS. GOLDMAN & ALT-

MAN, and the defendant appearing by its Attor-

neys, H. H. McPIKE, United States Attorney for

the Northern District of California, and ESTHER
B. PHILLIPS, Assistant United States Attorney.

The following proceedings were had:

An opening statement of the case was made V)y

Mr. Altman as follows:
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''This is an action by the plaintiff against the

United States for the recovery of an overpayment

of individual Federal Income Tax for the year 1928.

There are only two issues involved in the case. The

first issue revolves around the question as to whether

the plaintiff, in filing the original return at the re-

quired time, in March of 1921, elected to file a joint

return for himself and his wife, or whether the way
was left open for the filing of separate returns.

It [22] is unquestionably true that the election

granted by the statute, namely Section 51-b of the

Revenue Act of 1928, is an election that must be

exercised one way or the other.

The second question involved only arises in the

event that the Court passes favorably upon the first

issue, and that second issue is as to the amount to

be attributed to profits from the sales of securities.

Briefly, the facts are as follows : In March, 1929

the plaintiff filed an income tax return. There was

included in the income tax return both the income

of the plaintiff and his wife. In answer to the ques-

tion as to whether it was a joint return of husband

and wife, there w^as a rider attached, signed by both

the plaintiff and his wife, briefly stating that in

filing the joint return at this time the taxpayers do

not exercise a binding election to file a joint return

on community income. It was pointed out in the

rider that with the exception of some $1215 of salary

practically the entire remaining income was the re-

sult of the employment of capital and personal ser-

vices of the plaintiff'. Under well-recognized for-

mulae in both the office of the general counsel and

the decisions of the Supreme Court of California,
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where personal services and employment of capital

enter into production of profits there is to be allo-

cated to those profits a ratio of capital and personal

services, dependent upon the value of the personal

services, and the normal rate of return upon the

money involved. At the time that this return was
filed, the Commissioner of Internal Revenue granted

merely a permissive right to a husband and wife

domiciled in California to divide community income

for Federal Income Tax purposes, and this permis-

sive right was further limited by a ruling- that was

published just before the time for filing the 1928

return. [23] This was further limited so that the

only thing it was stated could be included in the

returns at that time were salary, wages, and com-

pensation earned after July, 1927, which was the

date of the enactment of 161-a of the QiyW Code,

creating a vested right in the wife, and in addition

to the salary there could be included income from

property acquired after the basic date of July, 1927.

This hji^rid mixture of personal services and capi-

tal, which required a formula to determine it, was

not included in the permissive regulation established

by the Commissioner at that time, and as a result

thereof the plaintiff filed this return, wherein he

called attention to the fact that he was not exer-

cising a binding election. When the matter was

finally determined he should have the right to allo-

cate the proper portion of personal services and the

value of the personal services which should be con-

sidered community income to be divided between

himself and his wife. And, incidentally, as I said

before, not only did the plaintiff sign it, but the
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plaintiff who had the power of attorney of his wife

signed his wife's name to this notice by himself, so

as to indicate the specific reservation by both of

them to the filing of a separate return.

I might also say that appropriate claim for re-

fund was filed within the time allowed by law and

denied. As a result thereof the offer of the wife

to pay the additional taxes which would accrue by

reason of the division of this income was refused.

The time for the Commissioner to assess against

the wife has gone by. I wish to state at this time

for the record that in the event of a successful main-

tenance of this action by plaintiff, plaintiff will con-

sent to a reduction of the amount of the judgment

to the extent that additional taxes and interest

should be imposed upon the wife. Your Honor [24]

may remember that in another case by this plaintiff

about a year ago the same offer was made that is

being made at this time.

Miss PHILLIPS : I have no statement to make.

I think the issues are quite clearly stated by Mr.

Altman. The question is whether or not an election

was made by the taxpayer to file a joint return pur-

suant to the statute. Also there is the question as

to what is the amount of refund that would be due

in the event your Honor finds a judgment in favor

of the plaintiff.

The COURT : Do you regard the rider mentioned

by Mr. Altman of any significance, whatsoever*?

Miss PHILLIPS : I will be frank and say that

I think the cases are somewhat in conflict. The

question of an election and what is or is not a bind-

ing election by a taxpayer arises in several connec-
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tions. It arises as between husband and wife filing

a return, separate or joint; it arises in the case of

a corporation having several affiliates which may
have filed separate returns or consolidated returns,

an election has to be made. There are a nimiber of

cases on it. I do not think the cases are exactly

alike on the question. I think there is no question

but if an election is made it can be a binding one.

I think the cases are not quite in harmony on the

whole question.

The ('OURT: Was there not a clear indication

here that no binding election was made?

Miss PHILLIPS: He so states in his return,

that is to say, the return is, in fact, a joint return.

But the rider says, "We do not intend to make this

a final election."

The COURT : Is the question then solely whether

or [25] not the so-called rider is of any force what-

soever ?

Miss PHILLIPS: I think that some of the

cases would indicate that a rider could be of some

effect. I found one or two cases where a statement

of intention would be considered in determining

whether or not a binding election had been made.

The COURT: In view of the uncertainty of the

law at that time with reference to the interest of the

wife in the conmiunity property, do you think that

this rider should be considered as having some

weight ?

Miss PHILLIPS: I think the natural inclina-

tion of one would be to say '*Yes" to that. I think

the question whether or not the plaintiff's legal
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rights are determined sufficient to make a binding

election

—

The COURT: There was an uncertainty in the

law at that time, you know.

Miss PHILLIPS: I think probably the plain-

tiff was uncertain about it. As a matter of fact on
March 4, 1929, preceding the filing of the return, the

Commissioner had made rules and regulations

governing the filing of this return. Possibly the

plaintiff did not know it, but regulations had been
made.

The COURT
: Was it not after the 4th of March,

and after the date you have mentioned that the

decision of the Supreme Court came down definitely

settling this matter?

Mr. ALTMAN: Two years later, 1931. It was
the Malcolm case. The case held very definitely that

it is a question of fact for the court to determine on
the election. There is no case where they deny the

husband and wife the right to change where there

was a definite pointing out of [26] the basis of the

return that was being filed, and the reasons for it. I

may also say that this is largely a question of law to

be determined from the four corners of the state-

ment made by the parties.

The COURT
: Proceed with the evidence.

Mr. ALTMAN
: I offer in evidence as Plaintiff's

Exhibit No. 1, a certified photostatic copy of the

original return of the plaintiff for the year 1928.

Miss PHILLIPS: No objection.

(The document was marked ''Plaintiff's Ex-
hibit 1"). [27]
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UNITED STATES OF AMERICA
TREASURY DEPARTMENT

Washing'ton

November 6, 1934

PURSUANT to the provisions of Section 661,

Chapter 17, Title 28 of the United States Code

(Section 882 of the Revised Statutes of the United

States), I hereby certify that the annexed is a true

copy of Individual Income Tax Return for 1928,

(with schedule and notice attached), filed by Percy

L. Pettigrew, San Francisco, California, on file in

this Department.

IN WITNESS WHEREOF, I have hereunto set

my hand, and caused the seal of the Treasury De-

partment to be affixed, on the day and year first

above written.

By direction of the Secretary of the Treasury:

[Seal] F. A. BIRGFELD,
Chief Clerk, Treasury Department.
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PERCY L. PETTIGREW
San Francisco, California

Form 1040—Year 1928

PERCY L. PETTIGREW &
MARY E. CALLAHAN,
JOINT INVESTMENTS

SCHEDULE C-1

PROFIT FROM SALE OF STOCKS AND
BONDS HELD LESS THAN TWO YEARS

Selling

Security Cost Price Profits Losses

Bank of America $ 14,541.75 $ 16,399.71 % 1,857.96

Newmont Mining 94,370.92 98,055.10 3,684.18

Union Oil of California 33,171.25 34,034.73 863.48

U. S. Steel 46,752.50 46,460.50 % 292.00

American National Co. 7,317.50 10,211.20 2,893.70

Alaska Juneau 3,625.00 3,871.00 246.00

Bank of America 55,426.25 106,575.50 51,149.25

Bancitaly Corporation 615,198.75 606,038.88 9,159.87

Bank of Italy 27,920.00 27,566.86 353.14

Borden & Co. 34,691.60 33,136.00 1,555.60

Bowery & East River 44,332.00 56,489.00 12,157.00

Bunkerhill & Sullivan 123,616.40 141,032.39 17,415.99

Continental Can 17,495.00 17,684.50 189.50

Crown "Williamette 22,850.00 24,017.50 1,167.50

Clorox 1,935.00 3,665.70 1,730.70

Henny Motor Pfd. 2,248.75 2,438.75 190.00

Henny Motor Com. 1,360.00 2,041.13 681.13

International Nickel 102,807.50 111,368.99 8,561.49

Jackson Manion 9.212.50 13,999.87 4,787.37

Jackson Manion 4,522.42 4,113.12 409.30

Kolster Radio 13,562.35 13,797.75 235.40

Kennecott Copper 9,597.50 9.786.00 188.50

Los Angeles Investment 2,290.00 2,409.80 119.80

Missouri, Kansas & Texas 10,995.00 11,222.00 227.00

Melartic 68,743.44 70,913.19 2,169.75

Mathieson, Alkali 13,930.00 14,241.00 311.00

Montgomery, Ward 13,167.50 12,866.00 301.50

National Dairy Products 11,715.14 12,491.00 775.86

Oliver United Filter 5,950.00 10,598.50 4,648.50

Osisko Mine 610.00 499.09 110.91

Packard Motors 20,367.50 20.506.30 138.80

Paraffine Paint Co. 20,350.00 20,746.00 396.00

Real Silk Plosiery 8,845.00 9,354.20 509.20

Standard Oil of New Jersey 10,695.00 10,821.67 126.67

Schulte Retail Stores 16,367.50 11,343.00 5,024.50

Sinclair Cons. Oil 7,770.00 8,322.00 552.00

St. Louis & Southwestern R. R . 23,787.50 24,142.00 354.50

Shattuck Den. 3332.50 a, 333. 10 2,847.00 486.10

Sudbury Basin 15,797.50 14,407.08 1,390.42

Treadwell, Yukon, Short Acct. 1,523.44 1,626.42 102.98

Treadwell, Yukon, Long Acct. 1,675.00 1,425.00 250.00

Union Oil Associates 36,891.25 38,245.23 1,353.98

Yellow Truck 62,284.40 66,039.80 3,755.40

Youngstown Sheet & Tube 9,222.50 9,233.50 11.00

Forward 1123.551.59 % 19, 333. 34
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Percy L. Pettigrew

—

San Francisco, California

Form 1040—Year 1928

PERCY L. PETTIGREW &
MARRY E. CALLAHAN,
JOINT INVESTMENTS

SCHEDULE C-1

PROFIT FROM SALE OF STOCKS AND
BONDS HELD LESS THAN TWO YEARS

Selling
Security Cost Price Profits Losses

Forwarded $123,551.59 $ 19,333.34

lerbach, Com. $ 26,862.50 ? 24,227.50 $ 2,635.00

rth American 763.68 763.50 .18

1st Liberty Loan ZVz's 5,000.00 5,061.25 $ 61.25

i 1st Liberty Loan 414's 22,781.21 24,666.25 1,885.04

3rd Liberty Loan iVi's 5,000.00 5,023.44 23.44

4th Liberty Loan 4V4's 5,652.13 6,226.88 574.75

Gross Profits $126,096.07

Deduct Losses 21,968.52 $ 21.968.52

NET PROFIT $104,127.55

e foregoing Net Profit Reported on Forms 1040 By:
Mary E. Callahan, San Francisco, Calif. $ 52,063.78

Percy L. Pettigrewr, San Francisco, Calif. 52,063.77

$104,127.55

NOTICE
Commissioner of Internal Revenue,

Washington, D. C.

and

Collector of Internal Revenue,

San Francisco, California.

Sirs:

This return reflects the combined income of Percy

L. Pettigrew and Laura Doe Pettigrew, husband

and wife, both domiciled in the State of California

during the entire taxable year 1928.

In filing a joint return at this time these tax-

payers wish it to be specifically of record that they



vs. Percy L. Pettigrew 37

do not exercise a binding election to file a joint

return of Community Income. With the exception

of salaries herein reported, whatever Commimity
Income may have been received during the year was
received as the result of the employment of both

personal services and capital, and until rules and

regulations are prescribed by the Bureau of In-

ternal Revenue and by the Courts under which tax-

payers may determine the portion of their income

earned after July 29, 1927 which they are entitled

to treat as Community Income under the laws of

the State of California and report separately, no

opportunity has been afforded them to choose be-

tween a joint and separate returns. The right is

therefore reserved to amend this return at a later

date substituting therefor separate returns of hus-

band and wife and to have any excessive tax paid

as the result of filing this return refunded.

PERCY L. PETTIGREW
LAURA DOE PETTIGREW
By PERCY L. PETTIGREW

As Agent in Absence of Taxpayer.

PERCY L. PETTIGREW
was thereupon called as a witness for plaintiff, was

duly sworn and testified as follows:

This is m}^ signature on the affidavit to the re-

turn. Plaintiff's Exhibit No. 1. That is my signa-

ture on the first line of the rider, entitled "Notice"

which is the rider referred to in the answer to
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(Testimony of Perc}- L. PettigTew.)

Question 3 on the return (Exhibit No. 1). That is

also my signature "Percy L. Pettigi'ew" as Agent,

in absence of "taxpayer, Laura D. PettigTew."

Laura D. Pettigrew was my wife at that time, has

been my wife for many years, and still is my wife.

I had her power of attorney to sign her name
thereto at the time. During the year 1928, we were

husband and wife; were living together as such in

the State of California ; had been so for many years

prior, and still are living together in the State of

California as husband and wife.

During the year 1928 my business was the busi-

ness of dealing in securities. I had been in that

business on and off since 1900, but since 1920 I

devoted all my time to that business continuously

down to and including the year 1928. By business

in dealing in securities was buying and selling

securities as merchandise, I and my organization.

The method adopted by me in the purchase and sale

of securities was as follows: After thorough in-

vestigation, we would decide that a certain security

had merit and should sell for more money than

the market reflected, and we would buy it. Very

often in our analysis we would set a price what

we thought that security should bring, and when the

market reflected something like that price, we would

sell it. I will describe the nature of the investiga-

tion made with respect to a particular [28] security

before purchasing it.

Originally we started in this particular type of

work by examining into the nature of the resources.
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(Testimony of Percy L. Pettigrew.)

That entailed a lot of engineering work, as well

as an analysis of the financial condition of the

company. In later days we got into industrials,

and it always involved a study of the concern and

its operations, the efficiency of the operations.

During this i3eriod, 1920 down to and including

1928, I maintained an office for the purposes I have

mentioned in the Rilss Building, at San Francisco.

During this period and during the entire year 1928,

I devoted all my time to the purchase and sale of

securities. My business day consisted of a day l^e-

ginning at 9:00 o'clock and quitting at 4:00 or 5:00.

That was on practically all business days.

In connection with these examinations and studies

and analyses of these companies, we maintained

files; had a very complete record consisting of files

and data. It goes into rather an ela])orate piece of

business. In making these purchases and sales dur-

ing 1928, and in prior years, what was up]3ermost

in my mind was buying and selling securities for

profit. During- the years 1920 to 1928, practically

my entire time was devoted to this business, though

I had some minor outside activities. The net profits

made by me from these jjurchases and sales during

the year 1928, exclusive of dividends, was approxi-

mately $74,000. Based upon the time expended and

my experience in the matter, I think that a fair

value to be placed upon the personal services ren-

dered by me in connection with the purchase and

sales of securities during the year 1928 would [29]
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(Testimony of Percy L. Pettigrew.)

be anj-^vhere from $12,000 to $20,000, or $10,000 to

$20,000.

During the year 1928, I was familiar with gen-

eral monetary conditions, and I knew^ w^hat was a

fair return on invested capital used for stock pur-

poses. It is rather difficult to keep that type of

money working at better than 6% to 10%—about

8%. I think that 8% would be a very good return

during the year 1928.

I am the sole jDerson interested and the owner of

the claim which is being sued for in this action.

I have not made any assignment or transfer of the

claim or any part of it. I am a citizen of the United

States, at all times have borne allegiance to the

United States and have not in any way aided or

abetted or given encouragement to rebellion to the

United States.

It was thereuj)on stipulated that the payments

of income tax made by the plaintiff for the year

3928 to the Collector of Internal Revenue for the

First Collection District of California wa.s $2,645.70

on March 15, 1929; the same amount on June 2,

1929; the sum of $2588.48 on September 6, 1929 and

$2588.48 on December 11, 1929.

Cross Examination

I estimated the value of my services at $12,000

to $20,000, or $10,000 to $20,000 in the handling of

these securities. I think I put it a little modestly.

You would have to pay more than that for a good

man. Of course that mvolves upon me to say that

I am a good man. 1 am talking a))()ut tlie year
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(Testimony of Percy L. Pettigrew.)

1928. It is true that securities were generally ris-

ing; that it was a rising market throughout that

[30] year. When I say that the yield on capital

would be about 8% I have in mind that almost

any kind of capital invested in good securities

would have risen in 1928. It was a rising market,

but as a rising market, if you will recall, the

history of the 1928 market, the market did not

go right along up; it had its ups and downs.

It takes experience, such as I have had, to be

a judge of markets of that type, as well as being

able to watch the particular industry which you

have picked out. There is a general aspect there

—

there is no denying that we were in a prosperous

period at that time. The practice of buying and

selling in a prosperous period is just as hazardous

a.s it is in a time when it is not so prosperous. You

could have lost plenty of money in 1928 with a poor

selection of securities. If you buy poor securities at

any time you are apt to lose on them. But if you

l)uy fair securities in a rising market you are apt

to make a pretty good profit, but our careful study

and the way we went at this enabled us to select

what should have borne out an increment in value.

I never filed a separate return other than the one

that has been offered in evidence, that is the joint

return, in the form of a joint return. Subsequently

we filed a separate return as husband and wife, I

think, for the year 1928.

Mr. ALTMAX: I will stipulate that probably

what he is referring to is the claim for refund. I

will stipulate that no other return or returns were
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(Testimony of Percy L. Pettigrew.)

filed for 1928 by this plaintiff or bis wife, excepting

that a claim for refund was filed. Mrs. Pettigrew

never afterward filed ber own separate return. [31]

Redirect Examination

In the production of the $74,000 of net profits for

the year 1928, the capital that I had invested was

approximately $140,000.

It was thereupon stipulated that the items of

gToss income and deduction shown on the return

are correct.

Mr. ALTMAX : I offer in evidence a photostatic

certified copy of plaintiff's claim for refund.

(The document was marked Plaintiff's Exhibit

No. 2) [32]

PLAINTIFF'S EXHIBIT 2

CLAIM
To be filed with the Collector where assessment was

made or tax paid

308254

The Collector will indicate in the block l)elow the

kind of claim filed, and fill in the certificate on the

reverse side.

|X1 Refund of Tax Illegally Collected. 2278

Refund of Amount Paid for Stamps Unused, or

Used in Error or Excess.

Abatement of Tax Assessed (not applicable to

estate or income taxes).

2171301
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Collector's Stamp

(Date Received)

Feb. 21, 1931

Collector of Iiit'l Revenue

First Dist. Calif.

Received March 9, 1931

Claims Control Section.

State of California

County of San Francisco.—ss.

[Type or Print]

Name of taxpaj-er or purchaser of stamps

PERCY L. PETTIGREW
Business address

1616 RUSS BUILDING,
SAN FRANCISCO, CALIFORNIA

(Street) (City) (State)

Residence

PALO ALTO, CALIFORNIA.

The deponent, being duly sworn according to lav^,

deposes and says that this statement is made on

behalf of the taxpayer named, and that the facts

given below are true and complete:

1. District in which return (if any) was filed

1st California 1928

2. Period (if for income tax, make separate form

for each taxable year) from Jan. 1, 1928 to Dec.

31, 1928

3. Character of assessment or tax Income Tax

4. Amount of assessment, $10468.36 ; dates of pay-

ment Due dates—quarterly
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5. Date stamps were purchased from the Govern-

ment

6. Amount to be refunded $5297.13

7. Amount to be abated (not applicable to income

or estate taxes) $

8. The time within which this claim may be legally

filed expires, under Section of the Revenue

Act of 19 , on , 19

The deponent verily believes that this claim should

be allowed for the following reasons:

For the reasons stated in rider attached hereto.

(Attach letter size sheets if space is not sufficient)

Signed PERCY L. PETTIGREW
1616 Russ Bldg.,

San Francisco

Sworn to and subscribed before me this 20th day

of February, 1931

MARY D. F. HUDSON,
(Signature of officer administering oath)

Notary Public in and for the City

& County of San Francisco.

(Title)

State of California

(See Instructions on Reverse Side)
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Claim examined by—X.F. 6/9/32

Claim approved by—
Chief of Division.

Conmiittee on Claims

Amount claimed $5297.13 _

Amount allowed $ „

Amount rejected $5297.13

INSTRUCTIONS
1. The claim must set forth in detail and under

oath each ground upon which it is made, and facts

sufficient to apprise the Commissioner of the exact

basis thereof.

2. The claim should be sworn to by the taxpayer,

if possible. Whenever it is necessary to have the

claim executed by an attorney or agent, on behalf of

the taxpayer, an authenticated copy of the document

specifically authorizing such agent or attorney to

sign the claim on behalf of the taxpayer shall accom-

pany the claim. The oath will be administered with-

out charge by any collector, deputy collector, or in-

ternal revenue agent.

3. If a return is filed by an individual and a re-

fund claim is thereafter filed by a legal representa-

tive of the deceased, certified copies of the lettei's

testamentary, letters of administration, or other

similar evidence must be annexed to the claim, to

show the authority of the executor, administrator,

or other fiduciary by whom the claim is filed. If an

executor, administrator, guardian, trustee, receiver,

or other fiduciary files a return and thereafter re-

fund claim is filed bv the same fiduciary, docu-
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mentary evidence to establish the legal authority of

the fiduciary need not accompany the claim, pro-

vided a statement is made on the claim showing

that the return was filed by the fiduciary and that

the latter is still acting.

4. Where the taxpa.yer is a corporation, the

claim shall be signed with the corporate name, fol-

lowed by the signature and title of the officer having

authority to sign for the corporation.

PERCY L. PETTIGREW
1616 Russ Building, San Francisco, Calif.

Form 843.

During the calendar year 1928 my business con-

sisted of the purchase and sale of securities on a

speculative ])a.sis in an effort to realize profits both

from the sale of such securities and from the divi-

dends which might be received during the time said

stocks were held. This business required the devo-

tion of the major portion of my time and the invest-

ment of a substantial amount of capital, both of

which factors were indispensable, and contributed

equally to the production of the net profits reported

on my Income Tax return.

It is submitted that, the U. S. Supreme Court

having recently held that married California tax-

payers have the right to divide Community Income,

my tax liability should be redetermined on the basis

of eliminating from the return heretofore filed one-

half of such an amount as may be determined to

be Community Income.
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For the purpose of such adjustment it is proposed

that the Community Income be determined and the

tax adjusted as follows:

Taxable Net Income as Reported
Salaries and Directors Fees included therein $ 1,215.00

Profits from Purchases and Sales of Securities 74,659.67

Dividends received while holding stocks
(incidental to trading operations) 6,468.38

Deduct:
Interest paid
Office Expenses

Net Income Attributable to both
Capital and personal services

Portion thereof attributable to

personal efforts

Portion thereof attributable to

return on Capital

One-half the amount attribiitable to

personal services to be eliminated
from my personal return and reported

by my wife, Laura D. Pettigrew

Taxable income as amended
Less divideds (%) 3,234.19

Credit for Dependents (1) 400.00

Personal Exemption 3,500.00

$3,456.08
194.62

$82,343.05

3,650.70

oth

3 $78,694.35

$39,347.17

39,347.17

$78,780.93

Subject to normal tax

$19,673.58

$59,107.35

7,134.19

$51,973.16

EAENED INCOME CREDIT:
Basis as above
Less personal exemption and credit

Balance
Taxable (a)l%7r

(5) 3%
@ 5%

114% of

3% of

5% of

Surtax

$4000.00
$4000.00
$7773.58

Credit 25%
Normal Tax

Surtax

$4000.00 @ lVo%
4000.00 (a> 3%

43973.16 (d) 5%
48000.00
3973.16 (S) 13%

$19,673.58

$19,673.58

3,900.00

$15,773.58
4,000.00

4,000.00

7,773.58

$ 60.00

120.00

388.68

206.94

775.62
193.91

60.00

120.00

2,108.66

2,720.00

516.51

Total 5,615. 1'i
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Less Capital Loss Adjustnieut
(on stock acquired before Commuuity property

law was effective)

Less earned income credit

Tax as amended
Tax heretofore paid

Refund requested

250.0.-;

isn.oi

g 5,171.2:J

10,4()S.:]6

5,297.1 n

[33]

Jun 28 1932

Received June 29, 1932

Claims Control Section

IT:AR:E-1

NF
Mr. Perc}^ L. Pettigrew,

1616 Russ Building,

San Francisco, Calif.

Sir:

Your claim for refund of $5,297.13, individual

income tax for the year 1928, has been examined

and will be rejected for the following- reasons:

The basis of 3^our claim is the computation at-

tached hereto, wherein one-half the income attri))-

uted to be from personal service has been eliminated

from your return as representing income taxable

to your wife. You request a refund of the difference

between the amount of tax assessed on your joint

return filed, on March 15, 1929, and the amount

which would have been due from you had your wife

tiled a separate return on that basis.

On March 4, 1929, Income Tax Ruling 2457, (Cu-

mulative Bulletin VIII-1, page 89, became effective.

This ruling provided that husband and wife domi-
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cilecl in California might thereafter in rendering

original separate returns report one-half of the in-

come from conmiiinity property acquired on and

after July 29, 1927. It further provided that husband

and wife might thereafter report in original sepa-

rate returns one-half of salaries, wages and fees

earned by either spouse on and after July 29, 1927,

which are community property.

This ruling became effective prior to the date your

return for the year 1928 was due and therefore,

separate returns on the community property basis

should have been filed by you and your wife.

The statuton^ right of choice as to the tiling of

joint or separate returns is exhausted on expiration

of the time for filing returns and the change of basis

by amended returns is not permitted after such ex-

piration. See the decision of the Circuit Court of

Appeals (29 Fed. (2d) 654) affirming the decision

of the United States Board of Tax Appeals in the

case of Buttolph v. Commissioner (7 Board of Tax

Appeals 310). See also the decision of the Circuit

Court of Appeals for the Fifth Circuit (39 Federal

(2d) 340) in the case of Rose v. Grant. [34]

Since separate returns on the community property

basis were not filed by you and your wife on or

before March 15, 1929, the date on which 1928 re-

turns were due to be filed, and the date on which

your statutory right to file separate returns was

exhausted your claim will be rejected.

In accordance with Section 1103 (a) of the Reve-

nue Act of 1932 official notice of the disallowance
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of claim will be issued by registered mail.

Respectfully,

J. C. WILMER,
Deputy Commissioner,

By (Signed) D. D. ROBINSON
Head of Division

N.F. C.J.R. M-K P.H.S.

AR-E-1 6/17/32 6-20-32 6-20-32

6-14-32 [35]

Plaintiff thereupon rested.

Miss PHILLIPS: I have nothing to offer. I

move for judgment in favor of defendant on the

ground that there was an election made under the

statute which is binding upon the plainitff.

Mr. ALTMAN: The plaintiff moves for judg-

ment for plaintiff on the gTound that his claim

for over-payment of taxes is sustained by the evi-

dence and the law.

Miss PHILLIPS : I also wish to point out that

the division of earnings of the plaintiff as distin-

guished from the earnings from the property is in-

volved here, the question of amount. I would like

to present the point by argument.

Mr. ALTMAN: Suppose we brief the question

upon the election, and if that question is determined

in favor of plaintiff that defendant's and plain-

tiff's counsel attempt to adjust by stipulation what

is proper in the way of computation.
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The COURT: The impression I have at this

time is that there is no binding election. Do you

wish to argue that ?

Oral argument was thereupon made by counsel

for plaintiff and counsel for defendant. At the con-

clusion of oral argument, the Court said:

"There is no doubt in my mind but that

there was no binding election on the plaintiif

in this case. I do not think that any aniomit

of argument would change my thought on that.

Counsel for plaintiff may prepare Findings of

Fact and Conclusions of Law in accordance

with Rule 42, provided it can be agreed between

counsel as to the precise amount to be inserted

in the findings."

Miss PHILLIPS : I understand your Honor de-

nies my motion for judgment. [36]

The COURT: Yes, the motion for judgment for

defendant is denied and an exception noted (Said

exception is hereby assigned as Defendant's Excep-

tion No. 1). Judgment for plaintiff as prayed;

findings of fact and conclusions of law to be filed

in accordance with Rule 42.

Thereafter findings of fact and conclusions of law

were made and judgment thereon entered, counsel

for plaintiff and defendant having agreed upon the

earnings of plaintiff as distinguished from the earn-

ings from property, and upon the computation of

the judgment in the event that the Court found

there was no binding election.
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WHEREFORE defendant, within the time re-

quired by law and as extended by order of Court,

presents this Bill of Exceptions and prays that the

same be settled, allowed and approved by Court.

H. H. McPIKE,
United States Attorney,

ESTHER B. PHILLIPS,
Asst. United States Attorney. [37]

[Title of Court and Cause.]

STIPULATION FOR SETTLEMENT
OF BILL OF EXCEPTIONS.

It is hereby STIPULATED by plaintiff and de-

fendant, through the respective attorneys of each

of them, that the foregoing Bill of Exceptions con-

stitutes all of the proceedings had and all of the

testimony and evidence offered and received on the

trial of said action, and that said Bill of Exceptions

may be approved and settled by the Court as correct

in all respects.

GOLDMAN & ALTMAN,
Attorneys for Plaintiff.

H. H. McPIKE,
United States Attorney,

ESTHER B. PHILLIPS,
Asst. United States Attornev.
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ORDER APPROVING AND SETTLING
BILL OF EXCEPTIONS.

The foregoing Bill of Excej)tioiis, having been

proposed \vithin the time allowed by Rules of Court,

and as extended by Order of Court, and within the

term during which [38] said cause was decided, con-

tains all the evidence offered upon the trial of said

cause, is hereby approved and settled as correct in

all respects.

Dated: October 23, 1934.

(Sgd) A. F. ST. SURE
United States District Judge.

[Endorsed] : Service of the within by copy ad-

mitted this 6th day of October 1934, without waiA'er

))y plaintiff of right to object to settlement because

of expiration of time for presentation.

GOLDMAN & ALTMAN
Attorneys for Plaintiff.

[Endorsed] : Filed Nov. 23, 1934. [39]

[Title of Court and Cause.]

NOTICE OF APPEAL
To plaintiff above named, and to JOHN C. ALT-

MAN, ESQ., attorney for plaintiff

:

Please take notice that the defendant herein here-

by appeals to the United States Circuit Court of
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Appeals for the Ninth Circuit from the judgment

entered in this case on or about July 9, 1934.

H. H. McPIKE,
United States Attorney,

By ESTHER B. PHILLIPS,
Asst. United States Attorney,

Attorneys for Defendant.

[Endorsed] : Service of the within by copy ad-

mitted this 6th day of October, 1934.

GOLDMAN & ALTMAN,
Attorneys for Plaintiff.

[Endorsed] : Filed Oct. 6, 1934. [40]

[Title of Court and Cause.]

PETITION FOR APPEAL AND ORDER
ALLOWING APPEAL.

To the Honorable A. F. ST. SURE, United States

District Judge for the Northern District of

California

:

The defendant herein feeling aggrieved by the

judgment entered in this cause on or about July 9,

1934, against it, does hereby appeal from such judg-

ment to the United States Circuit Court of Appeals

for the Ninth Circuit for the reasons set forth in

the Assignment of Errors filed herewith, and prays

that this appeal be allowed, that citation be issued,

as provided by law, that a transcript of the rec-

ord, proceedings and documents upon which said

judgment was based, duly authenticated, be sent
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to the Clerk of said Circuit Court of Appeals under

the rules of such court, and that no bond or other

security be required of defendant upon said appeal.

H. H. McPIKE,
United States Attorney,

By ESTHER B. PHILLIPS,
Asst. United States Attorney,

Attorneys for Defendant.

ORDERED that the appeal be allowed, and that

defendant shall not be required to give any l)ond or

other security upon said appeal.

Dated : October 6th, 1934.

A. F. ST. SURE,
United States District Judge. [41]

[Endorsed] : Service of the within by copy ad-

mitted this 6th day of October, 1934.

GOLDMAN & ALTMAN,
Attorneys for Plaintiff.

[Endorsed] : Filed Oct. 6, 1934. [42]

[Title of Court and Cause.]

ASSIGNMENT OF ERRORS.

To the Honorable Judges of the United States

Circuit Court of Appeals for the Ninth Circuit.

Now comes the United States of America, and

files the following assignment of errors ui3on which

it will rely in its petition for review of the judgment

heretofore entered in this cause bv the United States
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District Court for the Northern District of

California.

—I—
The Court erred in entering its judgment in favor

of plaintiff.

—II—
The Court erred in denying the defendant's mo-

tion for judgment in its favor.

—Ill—
That the findings of fact made by the Court are

not supported by the evidence.

—IV—
That the findings of fact made by the Court do not

support the conclusions of law therefrom. [43]

—V—
That from the findings of fact made by the Court

the conclusions of law should have been in favor

of a judgment against plaintiff and in favor of

defendant.

H. H. McPIKE,
United States Attorney,

ESTHER B. PHILLIPS,
Asst. United States Attorney.

[Endorsed] : Service of the within by copy ad-

mitted this 6th day of October, 1934.

GOLDMAN & ALTMAN,
Attorneys for Plaintiff.

[Endorsed] : Filed Oct. 6, 1934. [44]
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[Title of Court and Cause.]

PRAECIPE FOR TRANSCRIPT OF RECORD
ON APPEAL

To the Clerk of the United States District Court for

the Northern District of California

:

Please prepare and transmit to the Clerk of the

United States Circuit Court of Appeals for the

Ninth Circuit a transcript of the record in the

above-entitled cause for the use of said Circuit

Court of Appeals, including therein the follo^Ying:

1. Judgment Roll, and Bill of Exceptions, if any.

2. Opinion of the court, if any.

3. Assignment of Errors.

4. Petition and Order Allowing Appeal.

5. Notice of Appeal.

6. Citation on Appeal.

7. This Praecipe.

H. H. McPIKE
United States Attorney

By ESTHER B. PHILLIPS
Asst. United States Attorney

Attorneys for defendant.

[Endorsed] : SerA'ice of the within by copy ad-

mitted this 6th day of October, 1934.

GOLDMAN & ALTAIAN
Attorney for Plaintiff.

[Endorsed] : Filed Oct. 6, 1934. [45]



vs. Percy L. Pettigrew 59

CERTIFICATE OF CLERK, U. 8. DISTRICT
COURT TO TRANSCRIPT OF

RECORD.

I, WALTER B. MALING, Clerk of the District

Court of the United States, in and for the Northern

District of California, do hereby certify the fore-

going 45 pages numbered from 1 to 45 inclusive, to

he a full, true and correct cop3^ of the record and

proceedings as enumerated in the praecipe for rec-

ord on appeal, as the same remain on file and of

record in the above-entitled suit, in the office of the

Clerk of said Court, and that the same constitutes

the record on appeal to the Untied States Circuit

Court of Appeals for the Ninth Circuit.

I further certify that the cost of the foregoing

transcript of record is $9.75; that said amount has

been charged against the L^nited States and the

original Citation issued in said suit is hereto an-

nexed.

IN WITNESS WHEREOF, I have hereunto

set my hand and affixed the seal of said District

Court this 28th day of November, A. D. 1934.

[Seal] WALTER B. MALING,
Clerk United States District Court for the

Northern District of California.

By J. P. Welsh,

Deputy Clerk. [46]
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No. 7693.
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Appellant,
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Appellee.
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Northern District of California, Southern Division.

Brief for Appellant United States of America.

This appeal arises out of a suit for refund of in-

come taxes paid for the year 1928 for which the ap-

pellee recovered judgment below for the sum of

$3,424.99, with interest as provided by law (R. 25-26).

This appeal is taken from a judgment of the District

Court entered July 9, 1934 (R. 25-26). Petition for



appeal was filed and appeal was allowed on October

6, 1934 (R. 55-56). The jurisdiction of this Court is

invoked under Section 128(a) of the Judicial Code,

as amended by the Act of February 13, 1925, c. 229,

43 Stat. 936.

The question presented is

:

Whether the appellee, having filed a joint indi-

vidual inco7)ve tax return for himself and his wife for

the year 1928, could reserve the right to, and can

later recover a refund upon the basis of his separate

tax liability.

The statutes and regulations involved are printed

in the Appendix.

STATEMENT OF THE CASE.

The appellee is a resident of California and during

the whole of the year 1928 was married and living

with his wife at Palo Alto, California (R. 2, 19). On
or about March 15, 1929, he executed and filed with the

Collector of Internal Revenue for the First Collection

District of California an individual income tax return

for himself and his wife, which included their com-

bined income and deductions for the calendar year

1928 (R. 2, 19-20, 33). The tax of $10,468.36 shown

thereon to be due was paid to the Collector in install-

ments during 1929 (R. 22, 45). Appellee's return dis-

closed the following items of income and deductions

(R. 33) :



INCOME

Salaries, Wages, Commissions, etc Darsie,

Hutchinson, & Pettigrew, San Francisco,

Calif $1,000.00

Miscellaneous Directors Fees 215.00

Interest on Bank Deposits, Notes, Corpora-

tion Bonds, etc. 32.38

Rents and Royalties 341.59

Profit from Sale of Real Estate, Stocks,

Bonds, etc. 74,659.67

Dividends on Stock of Domestic Corpora-

tions 6,468.38

Total $82,717.02

DEDUCTIONS

Interest Paid 3,456.08

Taxes Paid 285.39

Other Deductions Authorized by Law (Busi-

ness Office Expenses) 194.62

Total $ 3,936.09

Net Income $78,780.93

Schedules ''C" and "C-1" attached to appellee's

return (R. 34-36) disclose that the profit of $74,659.67

reported on the return consisted of a net profit of

$52,063.78 derived from the purchase and sale of stocks

and bonds of various corporations and of the United

States Government, and $22,595.89 profit from the sale

of Alaska Treadwell stock.

In answer to preliminary question number 3 of the

return, "Is this a joint return of husband and wife?"

appellee stated, "See Rider Attached." The attached



statement signed by appellee and his wife reads as

foUows (R. 20-21, 36-37) :

"This return reflects the combined income of

Percy L. Pettigrew and Laura Doe Pettigrew,

husband and wife, both domiciled in the State of

California during the entire taxable year 1928.

''In filing a joint return at this time these tax-

l^ayers wish it to be siDecifically of record that they

do not exercise a binding election to file a joint

return of Community Income. With the exception

of salaries herein reported, whatever Community
Income may have been received during the year

was received as the result of the emplojTuent of

both personal services and capital, and until rules

and regulations are prescribed by the Bureau of

Internal Revenue and by the Courts under which

taxpayers maj^ determine the portion of their

income earned after July 29, 1927 which they are

entitled to treat as Conununity income under the

laws of the State of California and report sepa-

rately, no opportunity has been afforded them to

choose between a joint and separate returns. The
right is therefore reserved to amend this return

at a later date substituting therefor separate

returns of husband and wife and to have any
excessive tax paid as the result of filing this return

refunded."

On February 21, 1931, appellee filed a claim for

refund of $5,297.13 income taxes paid by him for the

year 1928 (R. 23, 42-49), based upon the elimination

from his taxable income of the sum of $19,673.58

alleged to be taxable to his wife on the basis of

separate income tax returns (R. 48). Appellee's



claim was rejected on or about July 13, 1932 by

the Commissioner of Internal Revenue (R. 11,

23, 49-51) and this action was instituted in the court

below on October 4, 1933 (R. 2-8). The cause was

tried before the court without a jury (R. 13). The

court made its findings of fact and conclusions of

law in favor of the appellee and entered judgment

thereon for the sum of $3,424.99 (R. 18-26).

I

SPECIFICATION OF EERORS TO BE URGED.

The appellant relies upon the following errors as a

basis of this appeal (R. 57) :

1. The court erred in entering its judgment in

favor of appellee.

2. The court erred in denying the appellant's mo-

tion for judgment in its favor.

3. That the findings of fact made by the court are

not supported by the evidence.

4. That the findings of fact made by the court do

not support the conclusions of law therefrom.

5. That from the findings of fact made by the court

the conclusions of law should have been in favor of a

judgment against appellee and in favor of appellant.

SUMMARY OF ARGUMENT.

The Revenue Act of 1928 imposes a tax upon the

net income of every individual in excess of the exemp-

tion allowed by law" and requires every individual



having net income in excess of such exemption, or

gross income in excess of $5,000, to file an income tax

return. Married individuals living together are

granted the privilege of choosing between filing sepa-

rate returns of their income or filing a single joint

return of their income and deductions, in which case

the tax is to be computed on the aggregate net income.

They have until the date their returns are due in

which to indicate their election between the filing of

separate returns and a single joint return. Having

indicated their election by filing a return or returns,

and the date for filing their returns having passed,

they are both thereafter boimd by the return or

returns filed and cannot later have their tax liability

computed upon a different basis. This rule governs

whether or not they were aware at the time of filing

such returns that they could return their income on a

different basis. The rule applies with equal force

where later adjustment of their income discloses that

the other method of reporting would have been more

advantageous.

This appellee and his wife, having full knowledge

of their right to file separate income tax returns,

voluntarily filed a single joint return of their com-

bined income and deductions. This action constituted

a binding election to have their tax liability computed

on that basis, and there is no authority which will per-

mit them to avoid the legal effect of their election

merely by attaching to their return a written state-

ment that ''they do not exercise a binding election to



file a joint return." The fact that they were uncertain

of the correct amount of income to report in each

return provides no basis for avoiding the legal effect

of the return filed. They could have saved their right

to have their tax liability computed on the basis of

separate returns by reporting their income on that

basis, leaving the proper amount of income taxable

to each for future settlement.

ARGUMENT.

I.

APPELLEE AND HIS WIFE FILED A JOINT INCOME TAX

RETURN FOR 1928 WHICH PRECLUDES RECOVERY OF A
REFUND BASED UPON THEIR SEPARATE INCOME.

The appellee and his wife filed a joint income tax

return for the year 1928 (R. 2-3, 20, 33-37, 41). In

this action the appellee seeks recovery of a part of the

tax paid on the ground that their tax liability should

be computed on the basis of separate returns. It is the

position of the appellant that the parties, having filed

a joint return as permitted by law, are bound by that

return and cannot now have their tax computed on a

different basis, and that the court below erred in hold-

ing otherwise.

(a) Appellee had the right to choose between a separate and joint

return for 1928.

The Revenue Act of 1928, in common with all prior

and subsequent Revenue Acts, imposes a tax upon the

net income of every individual. Under Section 51 of
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the 1928 Act and the Commissioner's Regulations

promulgated thereunder (Regulations 74, Article 381),

every married individual having a gross income of

$5,000 or more or a net income of $3,500 or more for

the taxable year, is required to file an income tax

return. A husband and wife living together are

granted the privilege of either filing separate returns

or a single joint return of their combined income and

deductions.

The privilege of filing separate returns or a single

joint return was first definitely granted by Section

223 of the Revenue Act of 1921, although the Commis-

sioner had been accepting returns under the 1918 Act

on either basis (BiUtolph v. Co^nmissioner, 29 F. (2d)

695 (C. C. A. 7th)), and has been continued through

all subsequent income tax statutes. The privilege of

electing the basis upon which returns are to be made

may.be finally exercised at any time prior to the last

date on which their returns are due (Mcintosh v.

Wilkmson, 36 F. (2d) 807 (E. D. Wis.)
;
I. T. 2535,

IX-1 Cumulative Bulletin 125). Having indicated

their election by filing their returns, and the date for

filing returns for that particular year having passed,

they are bound by the return or returns filed, and

their joint or separate tax liability must thereafter

be computed upon the basis of such returns. (But-

tolph V. Commissioner, supra; Rose v. Grant, 39 F.

(2d) 340 (C. C. A. 5th) ; Morris v. Commissioner, 40

F. (2d) 504 (C. C. A. 2d) ; Anderson v. United States,

48 F. (2d) 201 (C. C. A. 5th) ; Kent v. Commissioner,

27 B. T. A. 1055 ; Foster v. Commissioner, 26 B T. A.

1328 ; Perry v. Commissioner, 22 B. T. A. 13 ; Sargent



V. Commissioner, 22 B. T. A. 1270; Ratliff v. Com-

missioner, 13 B. T. A. 644; Deposit Trust d Savings

Bank v. Commissioner, 11 B. T. A. 706, and cases

cited.) This rule applies with equal force where the

statute grants to affiliated corporations the privilege

to file a consolidated return in lieu of separate returns.

{Radiant Glass Co, v. Commissioner, 54 F. (2d) 718

(App. D. C.) ; Lmco^ v. St. Louis National Basehall

Clul, 42 F. (2d) 984 (C. C. A. 8th) ; Alameda Inv. Co.

V. McLaugliUn, 33 F. (2d) 120 (C. C. A. 9th) ; Ohio

Mining Co. v. Commissioner, 20 B. T. A. 1062, af-

firmed, 59 F. (2d) 1070 (C. C. A. 6th)
; Flamheau

Public Service Co. v. Commissioner, 27 B. T. A. 299.)

The appellee had the same right to choose between

joint and separate income tax returns that all indi-

vidual taxpayers have had since 1921.

(b) Appellee had knowledge of his right to file a separate return

for 1928.

Knowledge of the right to choose between joint and

separate returns has been held not to be necessary

(Buttolpli V. Commissioner, supra). However, the

statement attached to the return (R. 3-4, 20-21, 37)

that ''With the exception of salaries herein reported,

* * * no opportunity has been afforded them to

choose between a joint and separate return" clearly

indicates that appellee had knowledge of his right to

file a separate return. This statement was made, and

the instant suit brought, because of the apparent con-

fusion on the part of the appellee between the privi-

lege granted by law to file a joint or separate return
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and Ms legal right to divide all or a part of the com-

munity income for tax purposes. At the time his 1928

return was filed his right to choose between a joint and

separate return was undisputed. The right to divide

all or a part of the community income was a question

as yet undecided.

Prior to the enactment of Civil Code Section 161a

by the California Legislature (effective July 29, 1927)

it had been held that income acquired as community

property under the laws of California was taxable

entirely to the husband* (United States v. Rohhins,

269 U. S. 315). As a result of the enactment of Sec-

tion 161a it has been definitely established that certain

community income received by California residents

subsequent to July 29, 1927, can be reported in sepa-

rate returns for income tax purposes (United States

V. Malcolm, 282 U. S. 792; Mim. 3859, X-1 Cumulative

Bulletin 140), while other community income received

subsequent to that date is still taxable entirely to the

husband (Hirsch v. United States, 62 F. (2d) 128

(C. C. A. 9th), certiorari denied, 289 U. S. 735).

Under the decision in United States v. Malcolm,

supra, the $1,215 salaries and fees received by the

appellee and reported in their 1928 return constitute

community income which could have been reported by

the appellee and his wife in separate returns for in-

come tax purposes. Prior to the decision in the Mal-

*See, also, 32 Op. A. G. 435 and T. D. 3138, 4 Cumulative

Bulletin 238 ; 34 Op. A. G. 376 and T. D. 3569, III-l Cumulative

Bulletin 91 ; 34 Op. A. G. 395 and T. D. 3596, III-l Cumulative

Bulletin 101.
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coJm case, and prior to the date on which the appellee

filed his return, the Commissioner of Internal Reve-

nue published I. T. 2457, VIII-1 Cumulative Bulletin

89, in the Internal Revenue Bulletin of March 4, 1929.

Under this ruling:

u* * * husband and wife domiciled in Cali-

fornia may each hereafter in rendering original

separate returns report one-half of the income

from community property acquired on and after

July 29, 1927. Where community property was
acquired prior to that date, the income therefrom

may not be divided for income tax purposes but

is taxable to the husband in its entirety, regardless

of when such income is received. Husband and
w^ife may hereafter report in original separate

returns one-half of salaries, wages, and fees

earned by either spouse on and after July 29,

1927, which are community property."

It, therefore, appears that at the time the appellee

filed his 1928 return he had the right to file either a

separate or a joint return; he had knowledge of his

right choice ; and he had the right, tentatively at least,

under the Commissioner's ruling to exclude from his

separate return one-half of the salaries and fees

reported. Yet with full knowledge of his right he filed

a joint return for himself and his wife which under

normal circumstances would constitute a binding

election.
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(c) Appellee is bound by the return filed.

The question remains whether, under the facts of

this case, the appellee can avoid the legal consequences

of his election.

At the conclusion of the trial below the court stated

its decision that the appellee was not bound by the

return filed and directed counsel for the appellee to

prepare findings of fact and conclusions of law (R.

52). The court apparently reached this conclusion

because of the notice attached to appellee's return.

We submit the appellee cannot, by written notice or

otherwise, avoid the legal consequences of having

filed a joint return under the circumstances of this

case and the court erred in deciding otherwise.

The findings of fact as approved by the court are

set out in ten numbered paragraphs (R. 19-24), fol-

lowed by a single paragraph stated to be the con-

clusions of law of the court (R. 24). Reference to the

so-called findings of fact, particularly paragraphs 4,

5 and 6 (R. 21-22), will disclose several conclusions

of law embodied in the findings. In paragraph 4 of

the findings appears the following (R. 21) :

"That plaintiff and his wife, Laura Doe Petti-

grew, did not intend to elect, nor did they in fact

elect by the filing of said return above referred to,

to make a single joint return, within the purview
of subdivision (b) of section 51 of the Revenue
Act of 1928."
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The finding that plaintiff and his wife ''did not

intend to elect" to file a joint return is not controlling.

A taxpayer's intention is important only in determin-

ing whether he actually filed a joint or separate return

{Anderson v. United States, supra ; Foster v. Commis-

sioner, supra). But the appellee is not contending that

he filed a separate return, or that he intended to file a

separate return, or that he did not intend to file a joint

return. He admittedly filed a joint return (R. 2-3,

20, 33-37, 41). The fact that he did not intend to he

hound by that return is unavailing. Whether he is

bound by the return filed is the question for this Court

to decide.

The statement of the court below (R. 21) that the

appellee and his wife did not "in fact elect by the

filing of said return above referred to, to make a sin-

gle joint return" is a conclusion of law and is in con-

flict with all of the authorities cited above. The term
"election" in its legal sense means the free choice of

one of two rights or things, to each of which the party
has an equal right but both of which he cannot have.

(Robh V. Vos, 155 U. S. 13; A. KUpstein S Co. v.

Grant, 141 Fed. 72 (C. C. A. 5th), certiorari denied,

201 U. S. 647; In re Fitzhugh Hall Amusement Co.,

228 Fed. 169 (W. D. N. Y.) ; Appeal of Carter, 5&
Conn 576; Neiv v. Smith, 94 Kan. 6; Connihan v.

Thompson, 111 Mass. 270; Thompson v. HotvaM, 31
Mich. 309; Rodermund v. Clark, 46 N. Y. 354.) The
rule established by these cases is that any decisive act

by a party, with knowledge of his rights, determines
his election in cases of inconsistent rights or remedies.
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The assertion of either will preclude him from going

back and asserting the other.

The ''election'' to file a joint or separate income tax

return is the legal effect of the taxpayer's action in

filing a return. In this case the filing of the joint

return b}- the appellee constituted the election to have

his tax liability computed on that basis (Cf. Lucas v.

St. Louis National Baseball Cluh, supra). In so far

as the tax laws are concerned, it is immaterial that a

return is made through inadvertence or without knowl-

edge that the taxpayer could make a return on some

other basis (Biittolpli v. Comniissioner, supra; Ala-

meda Inv. Co. V. McLaughlin, supra). The amount of

the income or deductions which could have been re-

ported by either spouse is immaterial {Morris v. Com-

missioner, supra ; Perry v. Commissioner, supra). Nor

is the result different if the taxpayer files his return

upon the improper advice of a revenue official {Bailiff

V. Commissioner, supra), or pursuant to a ruling of

the Commissioner of Internal Revenue {Radiant Glass

Co. V. Commissioner, supra ; Ohio Mining Co, v. Com-

missioner, supra ; Flamheati Public Service Co. v.

Commissioner, supra )

.

The law permits the filing of a joint return, but

"There is no affirmative provision of the statute or

regulations permitting a later change to separate

returns" {Morris v. Commissioner, supra, p. 504).

In requiring the taxpayer to file either of two

returns—a separate or joint return—and in requiring

him to file the return on or before a certain date, the
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act forces the taxpayer to adopt a position by that

date. It could not contemplate that the taking of a posi-

tion as required by law could be avoided by a reserva-

tion not permitted by law. And we know of no judi-

cial authority which would permit a taxpayer to exer-

cise his right to tile a joint return and at the same

time, by written notice or otherwise, avoid the legal

consequences of his election (Cf. Savage, Executrix v.

United States, 92 U. S. 382 ; City of San Juan v. St.

John's Gas Co., 195 U. S. 510; U. S. Bobbins d Shut-

tle Co. V. Thissell, 137 Fed. 1 (C. C. A. 1st) ; O'Brien

V. American Agriculttvttil Chemical Co., 229 Fed. 387

(C. C. A. 2d) ; Stvindell v. Youngstown Sheet d Tube
Co., 230 Fed. 438 (C. C. A. 6th)).

Granting that the taxpayer has an election before

March 15, it is one which he is forced by law to make
on or before that date in order to avoid penalties for

failure to file a return. The two positions are entirely

inconsistent, and the adoption of one of necessity

repudiates the other. The act of filing the joint return

here constituted an election which is binding both

upon the appellee and the Commissioner of Internal

Revenue, and the legal effect of adopting the position

he did cannot be avoided. Nor can the acceptance by
the Commissioner of the return with the rider attached

reserve to the appellee the right to later make a dif-

ferent type of return.

The appellee could have protected himself, and
reserved the right to have his tax computed on his

separate income, merely by filing a separate return
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and leaving the question of the correct amount of his

separate income for future determination (Cf.

Radiant Glass Co. v. Commissioner, supra). Instead

of adopting this method, he attached to the joint

return the statement that "these taxpayers wish it to

be specifically of record that they do not exercise a

binding election to file a joint return of Community

Income" (R. 20, 30, 36). It is clear, we submit, that

under the authorities cited above this attempted reser-

vation could not have the effect intended and the court

below erred in deciding otherwise. The fact that the

appellee may have been uncertain of the correct

amount of income to report if he had filed a separate

return, or that later determination of the legal effect

of Civil Code Section 161a for tax purposes may have

changed the amount of income taxable to him, does not

justify applying a different rule in this case. The

statute contemplates the filing of only one return

(Cf. Zellerhach Co. v. Helvering, 293 U. S. 172;

Florsheini Bros. Co. v. United States, 280 U. S. 453

;

United States v. National Refining Co. of Ohio, 21 F.

(2d) 464 (N. D. Ohio) ; Union Pac. R. Co. v. Bowers,

24 F. (2d) 788 (C. C. A. 2d) ; National Tmik dt Export

Co. V. United States, 35 F. (2d) 381 (S. D. Ga.)).

The Commissioner has no authority to refuse to accept

returns filed on one basis merelj^ because he thinks

they should be made on a different basis (Kent v.

Commissioner, supra. Cf. Neiv v. Smith, supra). The

return filed here constituted the return of appellee and

his wife for all lawful purposes {Sargent v. Commis-

sioner, 22 B. T. A. 1270).
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CONCLUSION.

The decision of the District Court is wrong and

should be reversed.

Respectfully submitted,

Frank J. Wideman,
Assistant Attorney General,

Norman D. Keller^

F. E. YOUNGMAN,
special Assistants to the Attorney General,

H. H. McPiKE,
United States Attorney,

Esther B. Phillips,
Assistant United States Attorney,

Attorneys for Appellant.

(APPENDIX FOLLOWS.)
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Appendix

Revenue Act of 1928, c. 852, 45 Stat. 791

:

Sec. 11. Normal Tax on Individuals.

There shall be levied, collected, and paid for

each taxable year upon the net income of every

individual a normal tax equal to the sum of the

following: * * *^

Sec. 12. Surtax on Individuals.

{a) Rates of surtax.—There shall be levied,

collected, and paid for each taxable year upon the

net income of every individual a surtax as fol-

lows: * * *^

Sec. 51. Individual Returns.

{a) Requirement.—The following individuals

shall each make under oath a return stating spe-

cifically the items of his gross income and the

deductions and credits allowed under this title

:

(1) Every individual having a net income
for the taxable year of $1,500 or over, if single,

or if married and not living with husband or

wife;

(2) Every individual having a net income
for the taxable year of $3,500 or over, if mar-
ried and living with husband or wife ; and

(3) Every individual having a gross income
for the taxable year of $5,000 or over, regard-

less of the amount of his net income.

(l) Jliishand and ivife.—li a husband and
wife living together have an aggregate net in-

come for the taxable year of $3,500 or over, or
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an aggregate gross income for such year of $5,000

or over

—

(1) Each shall make such a return, or

(2) The income of each shall be included in

a single joint return, in which case the tax

shall be computed on the aggregate income.*******
Civil Code of California:

Section 161a. Interests in community property.

The respective interests of the husband and wife

in community property during continuance of the

marriage relation are present, existing and equal

interests under the management and control of

the husband as is provided in sections 172 and

172a of the Civil Code. This section shall be

construed as defining the respective interests and

rights of husband and wife in community

property.

Treasury Regulations 74, promulgated under the

Revenue Act of 1928

:

Art. 381. Individual returns.—For each tax-

able year every single person and every married

person not living with husband or wife, whose

gross income as defined in sections 22 and 116 is

$5,000 or over, or whose net income as defined in

section 21 is $1,500 or over, must make a return

of income. The return shaU be for his taxable

year, whether calendar or fiscal. Whether or not

an individual is the head of a family or has

dependents is immaterial in determining his lia-

l^ility to render a return. A husband and wife

living together for the entire year need make



Ill

no returns unless their aggregate gross in-

come for the taxable year is at least $5,000,
or their aggregate net income is at least

$3,500. If their aggregate net income for the tax-

able year is $3,500 or more, or their aggre-
gate gTOss income is $5,000 or more, either each
must make a return, or the income of each must
be included in a single joint return. A husband
and wife living together for a period which is

less than the entire taxable year must make a

return or returns if their aggregate gross income
for the taxable year is $5,000 or more, or their

aggregate net income is equal to, or in excess of,

the credit allowed them by section 25(e) (2). (See
article 295.) Where the income of each is in-

cluded in a single joint return, the tax is com-
puted on the aggregate income and all deductions
and credits to which either is entitled shall be
taken from such aggregate income. The husband
shall include in his return the income derived
from services rendered by the wife or from the

sale of products of her labor if she does not file

a separate return or join with him in a return
setting forth her income separately. A joint

return of husband and wife may be filed only if

they were living together at the close of their

taxable year. Where one spouse dies prior to the
last day of the taxable year, the surviving spouse
should not include the income of the deceased
spouse in a joint return for such taxable year.
For returns by fiduciaries, see section 143 and
articles 741-746; by partnerships, see section 189
and articles 941 and 942 ; and by nonresident alien

individuals, see section 217 and article 1081. See
also section 53 and articles 401-404.
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No. 7693

IN THE

United States Circuit Court of Appeals

For the Ninth Circuit

United States of America,

Appellant,

vs.

Percy L. Pettigrew,

Appellee.

On Appeal from the District Court of the United States for the

Northern District of California, Southern Division.

BRIEF FOR APPELLEE.

STATEMENT OF THE CASE.

Percy L. Pettigrew, appellee herein, recovered judg-

ment in the District Court of the United States for

the Northern District of California, Southern Divi-

sion, for the sum of $3424.99, with interest as pro-

vided by law, representing an over-payment of in-

come taxes for the calendar year 1928.

Appellee filed his income tax return for the calen-

dar year 1928 and included therein not only his sepa-

rate income, but also the community income of him-

self and his wife, both of whom were at the time and

for many years prior thereto had been residents of

the State of California.



Of the total gross income reported, viz., $82,717.02,

$1215.00 thereof represented comi)ensation for per-

sonal services rendered; the balance of the income,

to-wit, $81,502.02, consisted of interest, rents, divi-

dends and profit from sales of securities, and of that

amomit, the court found that $39,926.87 thereof was

attributable to personal services rendered by appellee

in connection with the production of such income

—

the remainder being attributable to the use of the

capital of appellee. Appellant does not question the

finding of the court that the foregoing items of

$1215.00 and $39,926.87 constituted the community

income of appellee and his wife, nor that such com-

munity income was di^dsible between appellee and

his wife, for income tax purposes.

Appellant's sole attack upon the judgment of the

lower court is predicated upon the ground that ap-

pellee, having elected to file a single joint return for

himself and his wife, was precluded from thereafter

seeking a refmid of income taxes, based upon the

right of himself and his wife each to report one-half

of the conmimiity income and to have their taxes

computed thereon.

Based upon such right of appellee to report only

his separate income and one-half of the community

income, his total tax liabilitj^ would have been $6035.35,

instead of $10,168.36, which latter smn was the amount

actually paid by appellee. It thus develops that ap-

pellee overpaid his income taxes for the year 1928 to

the extent of $4433.01, and aj^pellee would, as a mat-

ter of law, have been entitled to judgment for such



sum. However, the division of the community in-

come would have entailed a tax liability upon the

wife of appellee in the sum of $1008.02, which amount

appellee consented to have deducted from the re-

fund to which he was entitled—notwithstanding that

appellee's wife was not a party to the instant pro-

ceeding, and that the right of the United States to

collect such taxes from the wife of appellee was then

barred by the statute of limitations. With the con-

sent of appellee, the trial court in rendering judgment

herein, deducted the amount of such tax liability of

appellee's wife.

QUESTIONS INVOLVED.

1. Was the return filed by appellee a joint return

of himself and his wife?

2. If such return was in fact a joint return, did

appellee and his wife make a binding election to file

a joint return which precludes the computation of

tax liability upon the basis of separate returns of

appellee and his wife ?

ARGUMENT.

I.

THE RETURN FILED BY APPELLEE WAS NOT A JOINT

RETURN OF HIMSELF AND HIS WIFE.

Appellee filed an income tax return for the year

1928, wherein it appeared that he was a married man.



In answer to preliminary question 3 "Is this a joint

return of husband and wife", it was stated "See rider

attached". The rider attached read as follows:

"Notice

Commissioner of Internal Revenue
Washington, D. C.

and
Collector of Internal Revenue

San Francisco, California.

Sirs:

"This return reflects the combined income of

Percy L. Pettigrew and Laura Doe Pettigrew,

husband and Avife, both domiciled in the State

of California during the entire taxable year 1928.

"In filing a joint return at this time these tax-

payers wish it to be specifically of record that

they do not exercise a binding election to file

a joint return of Community Income. With the

exception of salaries herein reported, whatever

Community Income may have been received dur-

ing the year was received as the result of the

employment of both personal services and capi-

tal, and until rules and regulations are prescribed

by the Bureau of Internal Revenue and by the

Courts under which taxpayers may determine the

portion of their income earned after July 29,

1927, which they are entitled to treat as Com-
munity income under the laws of the State of

California and report separately, no opportunity

has been afforded them to choose between a joint

and separate returns. The right is therefore re-

served to amend this return at a later date sub-

stituting therefor separate returns of husband



and wife and to have any excessive tax paid as

the result of filing this return refunded.

Percy L. Pettigrew,

Laura Doe Pettigrew,

By Percy L. Pettigrew,

As Agent in Absence of Taxpayer."

The entire argument of appellant is built on the

premise that because the words ''in filing a joint re-

turn at this time" were used in the rider attached

to the income tax return filed by appellee for the

year 1928, the return was in fact a joint return of

appellee and his wife. In fact, appellant goes so

far as to state

''appellee is not contending that he filed a sepa-

rate return, or that he intended to file a sepa-

rate return or that he did not intend to file a

joint return." (Appellant's Brief p. 13.)

This statement of appellant finds no sux)port either

in the pleadings or in the findings of the trial court.

On the contrary, the amendment to the complaint to

conform to proof contains the following allegation:

"That plaintiff and his said wife, Laura Doe
Pettigrew, did not intend to elect, nor did they

in fact elect by the filing of said return above

referred to, to make a single joint return within

the purview of subdivision (b) of Section 51 of

the Revenue Act of 1928." (R. 14.)

The following allegation is also contained in the

amendment to the complaint:

"That by reason of the fact that in his re-

turn plaintiff included as his separate income the



sum of $20,570.93, which was the separate in-

come of his wife, Laura Doe Pettigrew, the cor-

rect income tax due from plaintiff for the calen-

dar year 1928 was and is the sum of $6035.35."

(R. 15.)

These allegations of the complaint as amended were

found to be true in their entirety by the trial court

in the written findings upon which the judgment in

this case is based. (R. 21, 22.)

The foregoing allegations contained in the amend-

ment to the complaint and the findings of the trial

court based thereon, are allegations and findings of

ultimate facts and are not conclusions of law as con-

tended by appellant. (Appellant's Brief p. 13.) This

is one of the factual issues involved in the case and

if the evidence in the case is sufficient to support the

foregoing findings, the judgment in this case must

be affirmed.

Mere questions and answers on the face of the re-

turn do not control the character of the return, viz.,

whether it is a joint or a separate return. (Ander-

son V. United States, 48 Fed. (2d) 201 (C. C. A. 5).)

But the fact must be determined by a consideration

of the return as a whole and all of the statements

contained therein and all circumstances surrounding

the filing thereof.

As pointed out in an income tax ruling (I. T. 1530

C. B. L-2 page 174) :

''In determining whether the return should be

treated as separate returns on one form or as a



joint return, the real intent of the taxpayers

should govern. Such intent may be disclosed by

the return or by an affidavit subsequently filed

clearly showing that the taxpayers intended to

file on a community property basis. No general

rule can be stated which would apply to all cases.

The facts in the particular case must be consid-

ered in order to determine the intention of the

taxpayers. '

'

The midisputed facts show that Mrs. Pettigrew,

the wife of appellee, had no separate income during

the year 1928. All of the income reported in the re-

turn filed by appellee was either his separate income

or community income of himself and his wife.

Prior to the enactment, in July, 1927, of Section

161 (a) of the Civil Code of the State of California,

a husband and wife domiciled in California, could

not each separately report one-half of the community

income. On the contrary, the husband was* required

to return such community income as his separate in-

come.

United States v. Rohhins, 269 U. S. 315.

If the wdfe had no separate income of her own, such

a return was the separate return of appellee, notwith-

standing the inclusion therein of the full community

income.

When appellee filed his return on March 15, 1929,

there had been no judicial determination other than

U. S. V. Eodhins, supra, as to the right of a husband

and wife domiciled in California to file separate re-

turns wherein each included one-half of the commu-
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iiity income; and the decision in the Rohhins case

was adverse to such right. The promulgated Treasury

Decisions in effect at the time that appellee's return

was filed, denied spouses in California the right to

divide community income, for income tax purposes,

and there were no Regulations in force covering the

year 1928 which permitted such a division of com-

mmiity income. (Regulations 74, appertaining to

Revenue Act of 1928; T. D. 3670, C. B. IV-1, p. 19;

and T. D. 3817, C. B. V-1, p. 188.)

Treasury Decisions and Regulations are the only

authoritative pronouncements having the force of law

—in so far, of course, as they do not transcend the

Revenue Statutes. (See Prentice Hall, 1935 Federal

Tax Service, Vol. 3, p. 21,206.)

Under date of March 4, 1929 (only eleven days

before the final date for filing income tax returns

for the ^ear 1928), an Income Tax Unit Ruling,

designated as I. T. 2457, was published. (It should

be borne in mind that an Income Tax Unit Ruling

does not have the binding force and effect of a

Treasury Decision.) This ruling called attention to

the enactment, in July, 1927, of Section 161 (a) of

the Civil Code of the State of California and stated

that, in view^ of such Section and pending final adju-

dication in court of the question as to whether the

Government may tax to husbands in California the

entire community income, husband and wife, "may
hereafter report in original separate returns, one-half

of salaries, wages, and fees earned by either spouse

on and after July 29, 1927, which are community

property".



Under date of April 6, 1929, Mimeograph 3723 (C.

B. YIII-1, p. 89) was issued by the Commissioner in

amplification of I. T. 2457, wherein it was stated:

"The position of the Bureau is that community
income cannot be divided, for income tax pur-

poses, but must be returned, and the tax in re-

spect thereof paid by the spouse (usually the

husband) having under the laws of the state the

management and control thereof. * * * Hus-
band and wife domiciled in California may di-

vide the community income only to the extent

and as provided by I. T. 2457."

Viewing the return filed by appellee in the light

of the express statement of the Coimnissioner that

community income was not divisible between husband

and wife, for income tax purposes, and bearing in

mind that the wife of appellee had no separate in-

come of her own, it is apparent that appellee intended

that his return should be regarded as his separate

return and not a joint return.

Under the Income Tax Unit Ruling referred to

above (I. T. 2457), assuming that the appellee had

knowledge thereof, though there is no direct evidence

in the record that he did, the only portion of the

total income of $82,717.02 reported by him which

could have been divided between himself and his wife

was the sum of $1215.00, and even as to this small

amomit, appellee had no way of knowing whether

ultimately the courts would hold that his wife was

entitled to report, as her separate income, one-half

thereof, or, in other words, the smn of $607.50. It is

therefore only natural to assume (and the trial court
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unquestionably indulged in such presumption) that

aiDpellee, rather than have any controversy over the

insignificant amount which might have been saved

had his wife reported a separate income of $607.50

at the time that he filed his income tax return for

the year 1928, decided to include this amount in his

own separate income tax return. This is particularly

significant, in ^T.ew of the fact that in all prior years

the husband, in California, was required to return

the entire conmimiity income as his separate income.

Smnmarizing the foregoing, it appears, on the one

hand, that in a rider attached to his income tax

return, appellee referred to the return as a joint

return, and that this is the only evidence in the rec-

ord even indicating that the return as filed, was in

fact a joint return. On the other hand, appellee did

not give a direct answer to the question ''Is this a

joint or sej^arate retuiii"; but even if he had, his

mere statement that it was or was not a joint return,

would not be controlling. A reading of the return

as a whole, in the light of (a) the Regulations in

force, (b) the micertainty as to the question whether

community income in California could be divided be-

tween a husband and wife, (c) the fact that in all

prior years the husband had been required to return

all commmiity income as his separate income, and

(d) the fact that appellee's wife had no separate

income of her own and that the amount which she

could have reported (even if appellee and his wife

had knowledge of the permissive ruling of the In-

come Tax Unit promulgated just eleven days before

the last day for the filing of 1928 income tax returns)
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was so insignificant, as to be negligible, amply justifies

the finding of the trial court that no joint return

was filed. It therefore follows that, as the return

filed by appellee was in fact a separate return, he was

entitled to file his claim for refmid and thereby be-

came entitled to a refund of the difference between

the tax actually paid by him and the amount w^hich

he should have been required to pay.

II.

EVEN ASSUMING THAT THE RETURN FILED BY APPELLEE
WAS IN FORM A JOINT RETURN OF HIMSELF AND HIS

WIFE, NEVERTHELESS THE JUDGMENT OF THE DISTRICT

COURT MUST BE AFFIRMED, UNLESS APPELLEE AND HIS

WIFE, AT THE TIME OF THE FILING OF THE RETURN,
MADE A BINDING ELECTION TO FILE A JOINT RETURN.

Section 51 (b) of the Revenue Act of 1928 confers

upon a husband and wife the privilege of making

separate returns or including the income of each of

them in a single joint return, in which latter case the

tax is computed upon the aggregate income. This

privilege is one which may be exercised by the tax-

payers one way in one year and another way in the

succeeding year.

The evident purpose of this statute was to permit

a husband and wife to make a return upon the basis

which was most favorable to them. Though the statute

contains no provision as to when the election to file

a joint or separate return mider section 51 (b) of the

Revenue Act of 1928 must be made, it has been gen-

erally held and the regulations of the Treasury De-
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partment require, that such election must be made

at the time when the return is filed. In other words,

if husband and wife file a joint return this, under

ordinary circmnstances, is considered an election un-

der the statute which will thereafter preclude them

from filing separate returns for the same taxable

year. The reason for requiring an election on the

part of spouses as to whether they desire to file sep-

arate returns or a single joint return is to permit

of an orderly administrative i^ractice within the Bu-

reau, and to prevent spouses from making an uncondi-

tional return upon one basis and later, if the basis

originally adopted proves disadvantageous, to require

the Commissioner to permit them to file upon the

other or more advantageous basis. In other words,

the statute was not intended to countenance a purely

whimsical or capricious right of changing back and

forth on the part of the taxpayers. But the right

to the benefits of the statute are not to be denied,

where the intention to obtain such benefits is disclosed.

"In all cases where the intention to file on a

coimnunity property basis is shown, amended
separate returns should be requested. (See C. B.

I-l, P. 235.) Where the return does not disclose

the intention to file separate returns, it is not

incumbent upon the bureau to inform the tax-

payers of their privilege of filing separate returns

and thereby reducing their tax liability, but, as

before stated, where such intention is disclosed

by the return or any evidence subsequently sub-

mitted, the taxpayers should be requested to file

amended separate returns on a community prop-

erty basis." (I. T. 1530, supra.)
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What constitutes a true election to file separate or

joint returns by spouses is well expressed in the opin-

ion of the Federal District Court of Wisconsin in the

case of Mcintosh v. Wilkinson, 36 Fed. (2d) 807:

"I think it may be assumed that, if a tax stat-

ute discloses a purpose to leave an option to tax-

payers which will be more favorable either to a

single or associated taxpayers 'husband and wife,

e. g., if exercised one w^ay rather than another,

the statute so favoring them should not be
whittled or more rigidly interpreted merely be-

cause the exercise of the option one way may cut
down the revenue receivable. In other words, if

the right be granted, opportunity for fairly ex-

ercising it should not be cut off or disparaged,
especially when ignorance, misadvice, or what
would ordinarily be recognized as excusable error,

have entered into its exercise. And it is deemed
appropriate to recur to the early recognition
given to the purpose of the Federal government
to bring into its tax system the means for cor-
recting error arising through its wrongful ex-
actions, or through the wrongful default or
failure on the part of taxpayers'. * * *"

''Exhaustive citation of authority is not neces-
sary to support the proposition that the doctrine
and the principles governing election and its in-
cidents are equitable; that is, whether questions
respecting the binding force of an election arise
in legal or equitable actions, the considerations
which deal with finality or irrevocability are all
directed to fairness and equity as an objective."

It follows that where an election has
been made in ignorance or under a mistake as to
the real condition and value of the properties, or
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under a mistake as to the real nature and extent

of the party's own rights, such a mistake is re-

garded as one of fact, rather than of law; the

election itself is not binding, and a court of equi-

table powers will permit it to be revoked, unless

the rights of third persons have intervened which

would be interfered with by the revocation.
'

'

u* * * 'Election', says Dyer, 4s the internal,

free and spontaneous separation of one thing

from another, existing in the mind and will'. 3

Dyer 281. That designed selection cannot occur

if the party be ignorant of his rights. He cannot

deliberately select one of two or more remedies if

he know of but one to which he is entitled. There-

fore it is, as stated by Kerr, that 'an election

made by a party under a mistake of facts, or a

misconception as to his rights, is not binding in

equity. * * *' "

u* * * rpj^g
pertinent phase of these refer-

ences is that, whether an election is binding or

irrevocable, the considerations are principally:

(1) Whether a person having the right to elect

acted through ignorance, or a misconception of

his rights or the like. (2) That the ignorance

or misconception, whether of a matter of fact

or of a matter which by itself may be called a

'matter of law' is deemed to be of 'fact'. (3)

"Whether his election has been acted upon by an-

other or by others who would be damaged or

wronged through a recession."

In Dexter Sulphite Pulp & Paper Company v.

Commissioner, 23 B. T. A. page 227, there was in-

volved the question as to whether the filing of a sepa-

rate return by one of three affiliated corporations con-
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stituted an election which precluded at a later date the

filing of a consolidated return for that company and

the two other affiliated corporations. Such election to

file upon one basis or the other was, by statute, de-

pendent upon ownership of stock of one of the af-

filiated corporations.

It appeared that at the time of the original filing

of the separate return the ownership of stock was

being litigated and the taxpayer called the attention of

the Commissioner to this fact. The Board in holding

that there had not been a binding election, stated:

''The question presented is whether or not un-

der these facts, the filing in 1923 by the Dexter

Company of a separate return for 1922 con-

stituted an exercise of the election provided by
section 240 (a) of the Revenue Act of 1921 to

file upon either a separate or consolidated basis.

In Standard Oil Co. v. Hawkins, 74 Fed. 395, the

court said: ' "Election" says Dyer, "is the in-

ternal, free and spontaneous separation of one

thing from another, existing in the mind and
will". 3 Dyer 281. That designed selection can not

occur if the party be ignorant of his rights. He
can not deliberately select one of two or more
remedies if he know of but one to which he is

entitled. * * * i^ order to constitute a valid

election, the act must be done with a full knowl-
edge of the circumstances of the case, and the

right to which the person put to his election was
entitled'. In New v. Smith, 94 Kan. 6, 145 Pac.

880, the court said: 'An election which involves

no freedom of choice is known as "Hobson's
Choice" which is defined as a choice without an
alternative'. One of the most frequently quoted
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definitions of election is that by Mr. Justice

Holmes in Snow v. Alley, 156 Mass. 193; 30 N. E.

691, during his service on the bench in Massa-

chusetts, that 'Election exists when the party has

two alternative and inconsistent rights, and it is

determined by a manifestation of choice'.

"It appears to us to be idle to say that these

taxpayers have made a free and deliberate choice

of one of the two bases upon which the revenue

act permitted corporations actually affiliated to

make a return, when under existing conditions

it was impossible for them to even determine the

fact of affiliation, or, in other words, impossible

to determine whether or not they w^ere entitled

to exercise the option provided by the statute.

''Under such conditions we think that the filing

of the individual return for 1922 by the Dexter

Company was not an exercise by petitioners of the

option provided by section 240 (a) of the Reve-

nue Act of 1921 and that when their affiliated

status was determined in 1924 for the several

years in question, they then, for the first time,

could determine their right to file either con-

solidated or separate returns for these years and
that the amended returns on a consolidated basis

as then filed were in the proper exercise of the

right granted by the cited section. Cf. Fifth

Third Trust Co., 20 B. T. A. 88; George N.
Klemyer, 20 B. T. A. 934; James F. Hoey, 4 B.
T. A. 1043."

Cf. Morroiv, Becker <f Ewing, Inc. v. Commis-

sioner, 57 Fed. (2d) p. 1;

Pictorial Revieiv Company v. Helvering, 68

Fed. (2d) p. 766.
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In the instant case, both appellee and his wife exe-

cuted a rider appended to the return, which directed

the attention of the Commissioner to the fact that

they did not exercise a binding election to file a joint

return of community income; that until Rules and

Regulations should be prescribed by the Bureau of

Internal Revenue and mitil determination by the

courts as to what portion of the coimnunity income of

the taxpayers earned after July 29, 1927, they were

entitled to report separately, no opportunity had been

afforded them to choose between a joint and separate

return; that the taxpayers reserved the right to

amend the return at a later date upon the basis of

separate returns and to have any excess tax paid

refunded.

Such notification to the Commissioner at the time

of original filing was the same type of notification

which was held to obviate a binding election in the

Dexter case, supra.

As pointed out in Mcintosh v. Wilkinson, supra,

there are three considerations in determining whether

an election is binding:

1. Whether a person, having the right to elect,

acted through ignorance or misconception of his

rights.

2. Whether the ignorance or misconception, be

one of fact.

3. Whether his election has been acted upon

by another who would be damaged through a

recession.
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The utter confusion in the Regulations and the law

appurtenant to this matter up to and including

March 15, 1929 (the final date for the filing of an in-

come tax return for the year 1928), is evidenced by

a chronological review of administrative Rulings and

Regulations upon the subject:

(a) Up to March 26, 1924, the Commissioner

required husbands in California to return all

community income as their separate income.

(b) On March 26, 1924, T. D. 3568 (C. B.

III-l, 84) was promulgated, giving to husbands

and wives in California the right to report sepa-

rately one-half of their coimnmiity income.

(c) On May 31, 1924, T. D. 3596 (C. B. III-l,

101) was promulgated, whereby the right con-

ferred upon spouses in California under the rul-

ing issued two months pre^dously was directed to

be held in abeyance pending further consideration

by the Attorney General.

(d) On February 7, 1925, T. D. 3670 (C. B.

IY-1, 19) was promulgated, under which the right

of spouses in California to divide their com-

munity income, for federal income tax purposes,

was withdrawn and it was stated that in co-

operation with the Attorney General, the

Treasury Department would endeavor to obtain

a decision from the Supreme Court of the United

States decisive of the question involved.

(e) On January 4, 1926, the Supreme Court

of the United States held that spouses in Cali-



19

fornia had no right to divide their coiimiunity in-

come, for federal income tax purposes. (United

States V. Bobbins, supra.) This decision was

promulgated on February 12, 1926, as T. D. 3817.

(f ) On July 29, 1927, the Legislature of Cali-

fornia enacted a new statutory provision (Sec-

tion 161 (a). Civil Code California), wherein it

defined the interest of a husband and wife in

community property to be present, existing and

equal. This legislation was for the purpose of

overriding the- existing decisions of the California

courts, holding that the interest of a wife in

community property was merely that of an ex-

pectant heir, and in order to make the quantmn

of the interest of a wife in California in com-

munity property the same as that in the other

conmiunity property states.

(g) On March 4, 1929, an Income Tax Unit

Ruling (I. T. 2457, supra) gave a permissive

right to spouses in California to render separate

returns, each reporting one-half of community

income from community property acquired on

and after July 29, 1927. The foregoing Ruling

was amplified by Mimeograph 3723, supra, where-

in it was specifically pointed out that the position

of the Bureau was that community income could

not be divided, for income tax purposes; it was

stated, however, that, pending final adjudication

in court of the question involved, the tentative

limited right granted by I. T. 2457 to spouses in
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California would be recognized. It is important

to point out that Treasury Decisions 3670 and

3817, which denied the right of spouses in Cali-

fornia to divide community income had not been

revoked by any subsequent Treasury decision up

to and including the time when appellee filed his

income tax return on March 15, 1929. Treasury

decisions are the highest departmental rulings in

the Bureau, and in common with Regulations are

. the only rulings binding as precedents.

From the foregoing recital, it becomes immediately

apparent that at the time that appellee filed his in-

come tax return on March 15, 1929, even the Com-

missioner of Internal Revenue was uncertain whether

a wife domiciled in California was legally entitled to

return an}^ j)ortion of the community income as her

separate income. How then, could it be said that at

that time appellee was capable of making a free and

voluntary choice between a separate and joint return?

A reading of the rider attached to the return indicates

very clearly that appellee was unable to make a choice

at that time and that he, as well as the Commissioner,

felt that it was necessary to await final judicial de-

cision of the question before making his election. This

decision did not come mitil January 19, 1931, when

in the case of United States v. Malcolm (282 U. S.

792), it was held that a husband and wife domiciled

in California may each report in separate returns one-

half of community income received on or after July

29, 1927, from property acquired after that date.
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On February 21, 1931, approximately one month

after the final adjudication authorizing husbands and

wives in California to divide coimnunity income from

community property acquired on or after July 29,

1927, appellee filed with the Commissioner of Internal

Revenue his claim for refund, based upon the inclu-

sion in his income tax return for the year 1928 of only

one-half of the community income of himself and his

wife. Appellee's claim for refund was rejected by the

Commissioner of Internal Revenue, upon the sole

ground that at the time of the filing of the original

return he had made a binding election to file a single

joint return.

The action of the Commissioner in rejecting the

claim entirely ignored the unique circumstances sur-

rounding the filing of the original return by appellee,

which render inapplicable the ordinary principle of

election. This principle as established by the adjudi-

cated cases is that any decisive act by a party with

full knowledge of his rights and a fair opportunity for

exercising such rights, determines his election in the

case of inconsistent rights, but

''if the right be granted, opportunity for fairly

exercising it should not be cut off or disparaged,

especially when ignorance, mis-advice, or what
would ordinarily be recognized as excusable error

have entered into its exercise."

Mcintosh V. Wilkinson, supra.

Appellee and his wife placed themselves on record

at the very moment of the filing of the return by noti-

fying the Commissioner of Internal Revenue of the
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uncertainty of the law appertaining to the right of

spouses in California to divide coniinunily income and

of their inability to make a free and fair election

under those circumstances. Furthermore, appellee and

his wife specifically reserved the right, upon final

termination of the controversy and micertainty then

existing, to receive a refund of any overpayment of

tax resulting from the inclusion in appellee's return

of the full coimnunity income. Under those circum-

stances, a court should be loath to penalize appellee

for having made a return in one form, rather than

another, where the opportunity to make a free and

voluntary choice cannot be said to have existed—par-

ticularly where the right to make the choice w^as

granted by statute for the benefit of taxpayers. Appel-

lant has not called the attention of this court to any

fact indicating that he was misled or damaged by the

action of appellee. No such claim was made by appel-

lant at any stage of the proceedings.

In dealing with a comparable election which was

granted by the Revenue Act of 1926 to affiliated cor-

porations to file either separate or consolidated re-

turns, the Circuit Court of Appeals for the Second

Circuit in Patent Royalties Corporation v. Commis-

sioner, 65 Fed. (2d) page 580, said:

''Under these circumstances, to hold the filing

of that return a binding election precluding taxa-

tion upon the basis of consolidation, is to view the

situation with a technicality w^hich we cannot

sanction. The statute gave the affiliates an elec-

tion to make return either on the basis of a con-

solidated return or of separate returns. Their
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intention to elect the consolidated basis was dis-

closed to the Commissioner and the old company
made a patent mistake in the period covered by
its separate return in its attempt to change from
a fiscal to a calendar year period of accounting

for 1927. The Commissioner was not misled

thereby and no sound reason can be advanced why
such a mistake should be irrevocable and thus be

used to entitle the Government to taxes which
otherwise it concededl}^ could not claim."

Appellant has cited a large number of cases dealing

with the principle of election. With the general prin-

ciple, there neither is nor can be any quarrel. The
divergence of opinion between appellant and appellee

lies in the application of the principle to the facts

and circumstances present in the instant case.

In none of the cases cited by appellant are the facts

remotely similar to those in this case. On the con-

trary, the group of decisions cited by appellant at

pages 8 and 9 of its brief involve two types of cases

:

1st. Where a husband and wife originally filed a

single joint return with knowledge of their rights and
with no indication or intimation that they were not

exercising a binding election; subsequently, when it

appeared that it would be more advantageous to file

separate returns, the Commissioner, for the first time,

was requested to accept the filing of such separate

returns. Under such circumstances the courts right-

fully held there had been a binding election.

2nd. Cases involving the right of affiliated corpo-

rations to file consolidated returns under an election
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granted to them by statute similar to the election

granted to spouses. In all of these cases, there was an

unconditional and unequivocal filing in the original

instance of either a separate return or consolidated

returns, with no indication or intimation to the Com-

missioner that the choice was other than a free and

voluntary one, or that any attempt was being made to

reserve the right of election because of uncertainty as

to the legal rights of the taxpayer. Under those cir-

cumstances, the courts properly held that there had

been a binding election.

But appellant has studiously avoided citing such

cases as Dexter Sulphite Pulp d Paper Co., supra, and

Patent Royalties Corporation v. Commissioner, supra,

because they held that a binding election had not been

made under facts and circumstances which are com-

parable to those present in the instant proceeding.

Thus in the Patent Royalties case, the taxpayer wrote

a letter to the Commissioner expressing an election to

file a consolidated return with another corporation

with which it was affiliated, but the return of one of

the corporations was for the wrong period. The Com-

missioner treated such return as a separate return

which the taxpayer had elected to file and denied the

right to file a consolidated return. Upon this aspect,

the Second Circuit said:

"The manner suggested was inappropriate for

the purpose stated, and the separate return filed

contemporaneously with the letter was for the

wrong period; but it must have been apparent

that this was due to the taxpayer's misunderstand-

ing of the proper procedure to accomplish its
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stated purpose. The mistake did not in any way
mislead the taxing officials."

The cases cited by appellant on page 13 of its brief

to the effect that any decisive act by a party with full

knowledge of his rights, determines his election in

cases of inconsistent rights or remedies, are all cases

holding that the bringing and prosecution of a suit

based upon one theory, with knowledge by the plain-

tiff of his rights and facts, is an election of such

remedy, which precludes the plaintiff from thereafter

maintaining a suit to enforce an alternative remedy.

In none of these cases were there any unusual facts

or circumstances present, such as inability of the par-

ties to determine their rights at the time of the mak-

ing of the original election. The cases involved an

unconditional election with knowledge of all facts and

rights.

On page 15 of its brief, appellant states that where

a right of election exists, the person entitled to make
the election must do so and cannot reserve the right

to make an election at a later date. Appellant appar-

ently is referring to the last part of the rider attached

to the return, wherein appellee and his wife reserve

the right to amend the return at a later date. The
cases cited in support of appellant's statement are

solely those of accord and satisfaction, where the de-

fendant had tendered a check as being in full pay-

ment of a particular obligation to plaintiff and there-

after plaintiff cashed the check and accepted the

cash. These cases, involving accord and satisfaction,

throw no light upon the issue involved herein; they
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simply affirm a principle of law, which is universally

recognized, viz., that a party cannot conditionally

accept an offer and retain the beneficial fruits and

be relieved of the burdens attendant upon such offer.

The final group of cases which are cited by appel-

lant on page 16 of its brief are directed to the prop-

osition that the statute contemplates the filing of only

one return. With that proposition, there can be no

quarrel, but it is equally true, as pointed out in Mor-

row, Becker ic& Ewing, Inc. v. Commissioner, 57 Fed.

(2d), page 1 (C. C. A. 5):

"While there is no statutory authority for an
amended return, amended returns are frequently

permitted, and they are sometimes required by
the Commissioner. In fact, the Commissioner has

authority to make them when a tax]3ayer neglects

or declines to do so. The case presented is not

one where, the law being well settled, the tax-

payer had elected to keep his books on a certain

basis and to make returns accordingly and had

afterwards attempted to change the method of

accounting or the basis of the return. In that

case, it would, of course, be proper to hold him
estopped, as an orderl}^ administration of the rev-

enue laws would be otherwise impossible. In this

case the Commissioner put his refusal to allow

the amended return on the groiuid that petitioner

had chosen the installment basis for reporting

profits and could not change. This gave no effect

to changes in the law and regulations occurring

afterwards. In vieAv of the radical changes in

the law, of which the petitioner had scant notice,

if any, in fairness and justice to the taxpayer the
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returns should have been received and considered.

Taxes are assessed on income and not on honest

mistakes of the taxpayer. It was the duty of

the Commissioner to do nothing- arbitrary or un-

reasonable that would deprive petitioner of rights

created by the new law and the regulations there-

under. It was a breach of discretion on the part

of the Commissioner not to receive the amended

return from 1925 under the circumstances dis-

closed."

It is also equally true that a claim for refund which

sets up the necessary facts, is a proper medium for

correcting or amending the original return, as long

as the claim shall have been filed in the manner and

within the time prescribed by statute. Appellant does

not question that the claim for refund herein meets

such requirements.

CONCLUSION.

Appellee admittedly overpaid his income taxes for

the calendar year 1928. He made a proper claim for

refund in the manner and within the time required

by law. The Commissioner of Internal Revenue de-

nied such claim on a purely technical ground, viz.,

that appellee had made a binding election to file a

single joint return for himself and his wife. All of

the facts, circmnstances and equities surrounding this

matter indicate quite clearly that appellee never in-

tended to, nor did in fact make such an election as

the Commissioner attributed to him. Justice and fair
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consideration of the rights of taxpayers require the

affirmance of the judgment of the trial court.

Dated, San Francisco,

May 20, 1935.

Respectfully submitted,

John C. Altman,

Richard S. Goldman,

Attorneys for Appellee.
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APPELLEE'S STATEMENT OF THE CASE

This is a suit commenced by New York Life

Insurance Company as plaintiff against Charles

Horwitz and Esther Horwitz as defendants, to can-

cel an $8,000.00 policy of life insurance and an

amendment providing for permanent and total dis-

ability benefits to a $2,000.00 policy. Both the

$8,000.00 policy and the amendment were based

upon the same medical examination and were is-

sued to Charles Horwitz as insured, and Esther Hor-

witz was named as beneficiary in both policies.

The Company sought the cancellation on the
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grounds that the insured made false representations

and answers in his medical examination.

The application for the $8,000.00 policy con-

sisted of two parts: Part I (Plaintiff's Exhibit 1,

Tr. Rec. p. 225) was signed and dated at Philadel-

phia, Pennsylvania, by Charles Horwitz on January

3, 1931; Part II (Plaintiffs Exhibit 2, Tr. Rec. p,

228), which contained the answers to the medical

examiner, was signed by Charles Horwitz at the

same place and dated on January 2, 1931. The

application with the medical examiner's report was

then forwarded to the Home Office of the Company

at New York City, and was there approved; and, on

January 7, 1931, the $8,000.00 polic^^ was prepared

and signed by the officers of the Company and

dated January 7, 1931. (Tr. Rec. pp. 219-221.) For

the purpose of giving the insured the benefit of the

younger age, and at his request, a provision was

inserted in the policy that the same should take

effect as of September 29, 1930. The completed

policy was forwarded to Philadelphia and delivered

to the insured by the agent on or about January 14,

1931, and the first year's premium was then paid.

The policy contained a provision that it should

be incontestable after two years from its date of

issue, except for non-payment of premium and



except for provisions and conditions relating to

disability and double indemnity benefits. (Tr. Rec.

p. 79.)

The policy provided that upon receipt of due

proof that the insured was totally and presumably

permanently disabled, as defined under "Total and

Permanent Disability" conditions set forth in the

policy, the Company would pay to the insured a

disability benefit of $80.00 each month and also

w^aive payment of premiums in the manner and

under the conditions set forth in the disability pro-

visions of the policy. (Tr. Rec. p. 77.)

In the medical examination. Part II of the ap-

plication (Plaintiffs Exhibit 2, Tr. Rec. p. 228), the

applicant w^as asked questions as to previous ail-

ments and diseases and as to consultations with

physicians during previous years. In response to

these questions the applicant stated that he had

never consulted a physician for any ailment or dis-

ease of the brain or nervous system, the heart,

blood vessels or lungs or any other ailment or dis-

ease and that he had not consulted or been exam-

ined or treated by any physician within the past

five years. He declared that he had carefully read

each and all of the answers, that each was written

down as made by him, and that each of them was



full, complete and true and he agreed that the

Company, believing them to be true, should rely

and act upon them. The Company believing the

said answers to be true and relying upon them, is-

sued the $8,000.00 policy.

At the time the insured accepted delivery of the

$8,000.00 policy, he asked the soliciting agent of the

Company whether or not disability benefit provi-

sions could be included in the $2,000.00 policy

which had theretofore been issued to him by the

Company in May, 1930. Upon inquiry at the New
York office it was ascertained that such provisions

might be secured. On or about February 2, 1931,

the insured signed a written application for an

amendment to the $2,000.00 policy (Plaintiff's Ex-

hibit 4, Tr. Rec. pp. 230-231), providing for dis-

ability benefit provisions and the application was

forwarded to the Home Office of the Company at

New York City through the Philadelphia office,

and the attention of the Company was called to

the application and medical examination of Janu-

ary 2, and January 3, 1931, upon which the $8,000.00

policy had been based.

Based upon said application and medical exam-

ination, the Company issued an amendment to the

$2,000.00 policy providing for total and permanent



disability benefits under conditions set forth in

said amendment, including the waiver of premium

payments and monthly income payments of $20.00

each month during the period of total and perma-

nent disability as defined in the amendment. This

amendment was prepared, signed and dated at the

Home Office of the Company on February 6, 1931.

The original amendment, together with a copy of

the medical examination, was attached to the

$2,000.00 policy and the same was then returned to

Philadelphia and delivered to the insured later in

February, 1931. (Plaintiff's Exhibit 3-A, Tr. Rec.

pp. 222-224; also Tr. Rec. pp. 83-84 and pp. 15-17.)

The amendment included among its provisions

a stipulation that it should be subject to the general

terms and conditions of the policy and should be

incontestable after two years from its date of issue

except for the non-payment of premiums and ex-

cept for the conditions set forth in the amendment

under which disability benefits should be effective.

(Tr. Rec. p. 17.)

In November, 1932, and not before, Charles Hor-

witz filed with the Company a claim for disability

benefits dated November 7, 1932 (Plaintiff's Exhib-

it 6, Tr. Rec. pp. 233-234). In this claim he stated

that his disability had prevented him from engag-



ing in any occupation whatsoever for remunera-

tion or profit since November 7, 1931. He sub-

mitted with his claim the attending physician's

reports (Plaintiff's Exhibits 7, 8 and 9, Tr. Rec. pp.

235-237). The report of Dr. Theodore Melnick of

Philadelphia, Pennsylvania (Plaintiff's Exhibit 7)

showed that the first consultation in the present

disability was December 13, 1929, at which time the

insured gave a history of dyspnea, cough, palpita-

tion, precordial pain. The report also showed that

the insured had been wholly disabled and prevented

from engaging in an^^ occupation whatsoever for

remuneration or profit since July, 1931.

Although both policies contained provisions for

the waiver of premium payments falling due dur-

ing the periods of continuous total disability, the

insured paid promptly each premium as it fell due

throughout the period during which his proof

showed that he was totally disabled. No claim had

been made at any time for a waiver of premium

payments. The insured did, however, on June 27,

1931, make a written request to change the mode

of premium payments on the $2,000.00 policy from

semi-annual to quarter-annual payments. (Plain-

tiff's Exhibit 10, Tr. Rec. p. 238.) On October 28,

1931, he made a further written request for a



change in the mode of the payment of the premiums

on the $8,000.00 policy from annual to semi-annual

payments (Plaintiffs Exhibit 11, Tr. Rec. p. 238),

and on October 28, 1932, he made a further written

request to change the mode of payments on the

$8,000.00 policy from semi-annual to quarter-annual

payments (Plaintiff's Exhibit 12, Tr. Rec. p. 238).

After receiving the claim for disability benefits

and the attending physician's reports, the Company

made an investigation and secured information

which satisfied it that the statements and answers

of the insured in the medical examination were

false and untrue in material particulars.

Thereupon the Company immediately took the

necessary steps to rescind the $8,000.00 policy and

the amendment to the $2,000.00 policy and tendered

to the insured the premiums thus far paid on the

$8,000.00 policy and the amendment to the $2,000.00

policy. The insured refused to recognize the res-

cission or accept the tender. The Company there-

upon commenced this suit on January 6, 1933, and

paid into the registry of the court the amount of

the premiums theretofore tendered, to-wit: the sum

of $1,243.41.

The testimony of the Philadelphia doctors and

the officials of the Company, as well as the testi-
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mony of some of the witnesses for the defendants,

was taken by deposition. The defendants, how-

ever, appeared in person at the trial and testified.

After hearing the testimony and the submission of

argument, the trial court made findings of fact and

conclusions of law in accordance with the allega-

tions of the complaint (Tr. Rec. pp. 71-91), and,

based thereon, the trial court decreed that the

$8,000.00 policy and the amendment to the $2,000.00

policy be cancelled and that the clerk pay to Charles

Horwitz the sums of money tendered into court by

the Company, after deducting the expenses for

receiving and disbursing the same. (Tr. Rec. pp.

92-94.)

ASSIGNMENT OF ERROR I.

Appellee contends that the court did not err in

holding that January 7, 1931, was the date of issue

of the $8,000.00 policy (Plaintiff's Exhibit 2-A)

within the meaning of that term in the incontesta-

ble clause of said policy.

ASSIGNMENT OF ERROR II.

Appellee contends that the court did not err in

holding that the first cause of suit seeking to cancel

the $8,000.00 policy (Plaintiffs Exhibit 2-A) was
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brought within the two-year contestable period

stipulated in said policy.

POINTS AND AUTHORITIES

(1) Contracts of insurance are like other con-

tracts and should be construed in the same way,

that is, in accordance with the terms which the

parties have used, which should be taken and un-

derstood in their plain, ordinary and popular sense.

Bergholm v. Peoria Life Ins. Co., 284 U. S.

489, 492; 76 Law Ed. 416, 419.

Orr vs. Mutual Life Ins. Co., 64 Fed. (2nd)

561, 562 (CCA. 8th Circuit).

Ebner v. Ohio State Life Ins. Co., 69 Ind. App.

32, 121 N. E. 315.

14 Ruling Case Law, p. 931.

Cooley's Briefs on Insurance, Second Ed.,

Vol. 2, p. 1004, with numerous citations.

(2) The rule of construction, that, in case of

doubt or ambiguity, the construction most favor-

able to the insured will be adopted, must not be

permitted to have the effect to make a plain agree-
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ment ambiguous and then to interpret it in favor

of the insured.

Standard L. & A. Ins. Co. v. McNultu, 157 Fed.
224,226 (CCA. 8th Circuit).

Weinberger Banana Co. v. Phoenix Assur.
Co., 74 Fed. (2nd) 539, 541 (CCA. 5th Cir-

cuit).

Minnesota Mutual Life Ins. Co. v. Cost, 72
Fed. (2nd) 519, 521 (CCA. 10th Circuit).

New York Life Insurance Co. v. Tolbert, 55
Fed. (2nd) 10, 13 (CCA. 10th Circuit).

(3) If a contract contains provisions which

have been inserted pursuant to statute, such pro-

visions should be construed with reference to the

statute.

Dakota Life Ins. Co. v. Midland National
Bank, 18 Fed. (2nd) 903 (CCA. 8th Cir-

cuit), reversed on other grounds, 277 U. S.

346; 72 Law Ed. 911.

Ebner v. Ohio State Life Ins. Co., 69 Ind.

App. 32.

Link V. Mutual Life Ins. Co., 234 111. App. 250,

254.

National Life and Accident Co. v. Tarec
(Texas Civil App. June 1928) 8 S. W. (2nd)
291.

Dahrooge v. Rochester German Ins. Co., 177
Mich. 442; 143 N.W. 608, 611; 48 L.R.A.

(N.S.) 906, 914.
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(4) The word "issue," is defined as the act of

sending out or causing to go forth.

Webster's Unabridged Dictionary.

The Century Dictionary and Cyclopedia.

(5) When the term "date of issue" is used in

an insurance policy, it means the date on which

the policy is executed.

Prudential Ins. Co. v. Connallon, 108 N. J.

Eq. 316.

Mutual Life Ins. Co. v. Hurni Packing Co.,

263 U. S. 167, 174; 68 Law Ed. 235, 238.

Stringham v. Mutual Life Ins. Co., 44 Ore.
447; 75 Pac. 822.

Francis v. Mutual Life Ins. Co., 55 Ore. 280,
289; 106 Pac. 323.

Great Southern Life Ins. Co. v. Russ, 14 Fed.
(2nd) 27, 29 (CCA. 8th Circuit).

Yates V. New Eng. Mutual Life Ins. Co., 117
Neb. 265; 220 N.W. 285, 288.

Sellars v. Continental Life Ins. Co., 30 Fed.
(2nd) 42 (CCA. 4th Circuit).

ARGUMENT
The evidence with respect to the $8,000.00 policy

shows that the defendant Charles Horwitz was

examined with reference to his application for in-
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surance on January 2, 1931; Part II of the applica-

tion (Plaintiff's Exhibit 2, Tr. Rec. p. 228) was

filled out and signed by Charles Horwitz on that

date. On the following day, to-wit: January 3,

1931, at Philadelphia, he completed his application

by signing Part I of the application (Plaintiff's Ex-

hibit 1, Tr. Rec. p. 225).

The applicant stipulated in Part I of the appli-

cation that the insurance should not take effect

unless and until the policy was delivered to and

received by the applicant and the first premium

paid in full during his lifetime, and then only if the

applicant had not consulted or been treated by any

physician since his medical examination. (Plain-

tiff's Exhibit 1, Tr. Rec. p. 226.)

The policy of insurance in question was there-

after issued by the Company and it was recited

therein that it was made in consideration of the ap-

plication therefor and of the payment in advance

of the sum of $518.48, maintaining the policy for a

period terminating September 29, 1931, and of a

like sum on said day and every twelve calendar

months thereafter during the lifetime of the in-

sured. It then recited:

"This Policy takes effect as of the Twenty-
ninth day of September, Nineteen Hundred and
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Thirty, which day is the anniversary of the

Policy.

"THE BENEFITS AND PROVISIONS print-

ed or written by the Company on the following

pages are a part of this contract as fully as if

they were recited at length over the signatures

hereto affixed.

"IN WITNESS WHEREOF, THE NEW
YORK LIFE INSURANCE COMPANY has

caused this contract to be signed this Seventh

day of January, Nineteen Hundred and Thirty-

one." (Tr. Rec. p. 220.)

The Policy contained the further provision:

"INCONTESTABILITY.—This Policy shall

be incontestable after two years from its date

of issue except for non-payment of premiums
and except as to provisions and conditions re-

lating to Disability and Double Indemnity Ben-

efits." (Tr. Rec. p. 79.)

The policy was delivered to the applicant at

Philadelphia, Pennsylvania, on or about January

14, 1931, and the first premium was paid at that

time.

The U. S. Supreme Court in Bergholm v. Peoria

Life Insurance Company, 284 U. S. 489, 492; 76

Law Ed. 416, 419, with reference to the construction

of policies of insurance, says:

"Contracts of insurance, like other con-

tracts, must be construed according to the terms

which the parties have used, to be taken and

understood, in the absence of ambiguity, m
their plain, ordinary and popular sense."
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This proposition is so well recognized that it is

not deemed necessary to quote from other authori-

ties cited above under this point.

Counsel for appellants have called attention to

the rule that, in case of doubt or ambiguity, the

construction of the policy most favorable to the

insured will be adopted. It may be conceded that

the courts follow such rule under proper circum-

stances; however, there is no occasion in the in-

stant case for an application of this rule. The

appellants have undertaken to make an ambiguity

out of words which, if taken in their plain, ordinary

and popular sense, would not be ambiguous.

With reference to the application of the ambig-

uity rule, the U. S. Supreme Court in the Bergholm

case, supra, says (p. 492)

:

"This canon of construction is both reason-
able and just, since the words of the policy are
chosen by the insurance company; but it fur-

nishes no warrant for avoiding hard conse-
quences by importing into a contract an ambig-
uity which otherwise would not exist, or, under
the guise of construction, by forcing from plain

words unusual and unnatural meanings."

In 14 Ruling Case Law, page 931, it is said:

"But the rule is equally well settled that

contracts of insurance, like other contracts, are

to be construed according to the sense and
meaning of the terms which the parties have
used, and if they are clear and unambiguous.
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their terms are to be taken and understood in

their plain, ordinary, and popular sense. The
rule of strict construction does not authorize a

perversion of language, or the exercise of in-

ventive powers for the purpose of creating an
ambiguity where none exists, nor does it au-

thorize the court to make a new^ contract for

the parties or disregard the evidence as ex-

pressed, or to refine away terms of a contract

expressed with sufficient clearness to convey
the plain meaning of the parties, and embody-
ing requirements, compliance with which is

made the condition to liability thereon. Neither

does the rule prevent the application of the

principle that policies of insurance, like other

contracts, must receive a reasonable interpreta-

tion consonant with the apparent object and
plain intent of the parties."

In Standard L. & A. Insurance Co. v. McNulty,

157 Federal 224, 226 (CCA. 8th Circuit) the court,

speaking through Judge Sanborn, whose reputa-

tion for sound judicial utterance is recognized in

all the circuits, states:

"Counsel for the plaintiff invoke the famil-

iar rule that a policy of insurance should be

construed favorably to the insured in cases of

doubt or ambiguitv. But this rule ought not to

be permitted to have the effect to make a plain

agreement ambiguous, and then to interpret it

in favor of the insured. 'Contracts of insur-

ance like other contracts are to be construed

according to the sense and meaning of the

terms which the parties have used, and, if they

are clear and unambiguous, their terms are to

be taken and understood in their plain, ordi-

nary and popular sense.'
"
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Judge Sanborn's opinion is quoted and followed in

New York Life Insurance Company v. Tolhert, 55

Federal (2nd) 10, 13 (CCA. 10th Circuit).

Counsel for appellants have endeavored to cre-

ate an ambiguity in the policy with respect to the

term "date of issue," found in the incontestable

clause of the policy, which clause provides that the

policy shall be incontestable after two 3^ears from

its date of issue. Counsel have included three pos-

sible choices as the date of issue: September 29,

1930, January 7, 1931, and January 14, 1931. They

have eliminated the January 14th date and nar-

rowed the inquiry to September 29, 1930, or Janu-

ary 7, 1931. The September date is suggested be-

cause of the provision in the policy that the policy

shall take effect as of that date.

If the words "date of issue" in the incontest-

able clause are taken in their plain, ordinary

sense and if the usual significance is given to the

actual dating of the policy
—

"this seventh day of

January, Nineteen Hundred and Thirty-one" on the

day when it w^as signed at the Home Office of the

Company, then there is no ambiguity as to the date

of issue, and the suggestion that reference in the

policy to the September date creates an ambiguity

as to the meaning of date of issue is an attempt to
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make a plain meaning ambiguous and then to in-

terpret it in favor of the insured.

The word "issue" has been defined in the Cen-

tury Dictionary and Cyclopedia as "the act of send-

ing or giving out; a putting or giving forth." Apply-

ing this definition to the term "date of issue" it

becomes apparent that the term means the date

given to the policy as the date upon which the

policy was put forth by the Company. This date is

found in the testimonium clause as January 7, 1931.

Judge Wolverton, in the case of Stringham v.

Mutual Life Insurance. Company, ^i Ore. 447, 457;

75 Pac. 822, in speaking of the term "issue," says:

"As it relates to the issuance of the policy,
the purpose here suggested is fully subserved
when the instrument is drafted in complete
form, signed by the Secretary, and fully exe-
cuted at the office of the Company."

In the case of Francis v. Mutual Life Insurance

Company, 55 Ore. 280, 289; 106 Pac. 323, Judge

McBride, with reference to the term "issue," says:

"Where a company receives an application
for insurance, acts upon it, signs and seals a
policy, complete in form, and forwards it to its

agent for delivery to the person insured, the
policy is deemed to have been issued from the
date of its deposit in the mails."
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The policy having been contracted for and de-

livered in Pennsylvania, is governed by the laws of

Pennsylvania, of which the Federal Courts take

judicial notice. {Great Southern Life Ins. Co. v.

Barwell, 12 Fed. (2nd) 244; New York Life v. Cra-

vens, 178 U. S. 389; 44 Law Ed. 1116.) The insur-

ance code of Pennsylvania in force at the time the

policy was issued provided:

"Uniform policy provisions.—No policy of
life or endowment insurance except * * * shall
be issued or delivered by any stock or mutual
life insurance company in this commonwealth
unless it contains in substance the following
provisions: * * *

"(c) A provision that the policy shall be
incontestable after it has been in force, during
the lifetime of the insured, two years from the
date of issue, except for non-payment of pre-
miums, and for engaging in military or naval
service in time of war without the consent in

WTiting of an executive officer of the com-
pany."

—Purdon's Pennsylvania Statutes Ann. Title

40, Sec. 510.

The incontestable clause in the Horwitz policy

was inserted therein pursuant to this statute, and

the clause should be considered in the light of the

statute. The words of the code contemplate that

the contestable period would not commence until

after the policy had been in force. It seems incred-

ible that a policy could be in force prior to a time
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when it actually came into being—before there was

a contract of insurance. There could be no con-

tract of insurance until the contract was signed or

at least assented to by the proper officers of the

Company, w^hich w^as on January 7, 1931.

The question of construing a clause inserted in

a policy under a statutory requirement was con-

sidered in the case of Ebner v. Ohio State Life Ins.

Co., 69 Ind. App. 32. The Indiana court states in its

opinion:

"The rule of strict construction as applied

against insurance companies is usually ground-
ed on the fact that the forms of policies are

prepared by them and on the consequent pre-

sumption indulged to some extent that pri-

marily they have their own interest in view in

selecting the particular language used. It is

apparent that in case of a stipulation inserted

in a policy by command of a statute, the reason
back of the rule largely fails. For conflicting

views on the subject of what rule of construc-

tion should be applied in case of such a stipu-

lation or where the form of policy is prescribed

by statute, see the following: Mick v. Corpora-
tion, etc. (1914), 87 N. J. Law 607; 91 Atl. 102;

52 L.R.A. (N.S.) 1074; Matthews v. Amer. Cen-
tral Ins. Co. (1897), 154 N. Y. 449; 48 N. E. 751;

39 L.R.A. 433; 61 Am. St. 627; 14 R.C.L. 932.

"As the provision here was inserted pursu-

ant to legislative enactment, it should not be
presumed that back of it there was a purpose
to give to either party an advantage over the

other, but rather an intent to stipulate what
was fair between them. * * * While in case
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of a specific stipulation inserted in an insur-

ance policy by command of statute, we doubt
the applicability of the rule of strict construc-
tion against the insurer, at any event it is a rule

of universal application that contracts of in-

surance, like other contracts, are to be con-
strued according to the sense and meaning of
the terms which the courts have used, and if

they are clear and unambiguous, their terms
are to be taken and understood in their plain,

ordinary and popular sense; 14 R.C.L. 931 and
cases. The same rule is applicable to statutes;

36 Cyc. 1114."

Counsel for appellants have argued that the

term "date of issue" as used in the incontestable

clause means the effective date of the policy. As

we have pointed out above, to so construe the

clause would give to the words used a strained and

unnatural meaning and would not be in accord-

ance with the Pennsylvania statute. Furthermore,

such a construction would not be in accord with

general insurance law as found in the Federal and

State cases.

We shall at this point in our brief discuss the

cases cited by appellants in support of their propo-

sition. The first case is Mutual Life Insurance

Company v. Hurni Packing Co., 263 U. S. 167; 68

Law Ed. 235. In that case, the policy was applied

for on September 2, 1915. It was in fact executed

on September 7, 1915. However, the testimonium
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clause, followed by the signatures of the officers

of the company, read:

"In witness whereof, the company has
caused this policy to be executed this 23rd day
of August, 1915."

The policy contained a provision that it should

be incontestable provided two years shall have

elapsed from its date of issue. The policy did not

contain a clause with reference to the effective

date of the policy in addition to the testimonium

clause such as we have in the instant case.

The purpose of ante-dating the policy was, no

doubt, for the purpose of giving the applicant the

benefit of a younger age upon which to base the

premiums. The first action taken by the company

to avail itself of the misrepresentations of the in-

sured was on the 24th day of August, 1917, one day

beyond the period of two years after the conven-

tional date of the policy. The court was called

upon to pass upon the question as to whether the

contest was made within the contestable period.

The company contended that the contestable period

commenced to run from the actual date of execu-

tion and the beneficiary contended that the period

commenced to run from the date inserted in the

testimonium clause by the company as the date of
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specified in the policy itself. In other words, the

court held that the date inserted in the testimonium

clause was the date of issue of the policy, irrespec-

tive of the fact that the actual issuing of the policy'

was at a later date. In all earnestness the appellee

believes that this case is directh^ conflicting with

the appellants' contention and upholds the conten-

tion of appellee—that the date of issue of the in-

stant policy is the date inserted in the testimonium

clause, to-wit: January 7, 1931, and not the date in

the effective clause of the policy. It should also

be observed that the reason for using an effective

date clause in addition to the testimonium clause

is for the purpose of avoiding the consequences of

the Hurni Packing Company case.

The next case discussed by appellants is New
York Life Insurance Company v. McCarthy, 22 Fed-

eral (2nd) 241 (CCA. 5th Circuit). In discussing

this case the appellants set out the effective clause

of the policy and then state that the date in the

testimonium clause was February 24, 1925. A care-

ful reading of the opinion will disclose that the

court in its opinion does not set out nor refer to

the testimonium clause in the policj^ The opinion

merely states that the policy was issued on Febru-

ary 24, 1925. There is nothing in the opinion to
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indicate that this was the date inserted in the testi-

monium clause or whether it was the actual date

of execution or date of delivery of the policy. Fur-

thermore, the court was not called upon to deter-

mine whether the date of issue meant the effective

date of the policy or the date of execution as given

in the policy.

The only issue before the court with respect to

the incontestable clause was whether or not the

company had an adequate remedy at law on a pol-

icy containing a two-year incontestable clause. The

suit was obviously commenced within the two-year

contestable period, no matter from what date the

period was reckoned. The court was not called

upon to determine the meaning of the term "date of

issue" as used in the incontestable clause and any

reference to that question is dictum.

The next case discussed by appellants is Ander-

son V. Mutual Life Insurance Company, 164 Cal.

712; 130 Pac. 726. In this case the policy was actu-

ally executed and delivered on July 6, 1908. How-

ever, it bore date of the 22nd of May, 1908. On
June 12, 1909, the insured committed suicide. The

court in its opinion says:

"His death consequently occurred less than
one year after the day when the policy was in
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fact signed by the officers of the company, but
more than one year after the day designated in

the policy as its date.

"On these facts the single question is wheth-
er the insured violated the condition of the
policy regarding suicide. More specifically, the
issue is defined, with sufficient accuracy, in

the following language, taken from respond-
ent's brief: 'If the date of the policy deter-

mines its issuance, the insured did not commit
suicide within one year following the issuance
of the policy, and the defendant is liable. If the
issuance is a physical fact of execution, inde-

pendent of the date of the policy, the insured
committed suicide within one year after the
issuance of the policy, and the defendant is not
liable.'

"

It will thus be observed that the reasoning of

this case is very similar to the reasoning of the

Hurni Packing Company case and likewise sup-

ports appellee's contention that the date of execu-

tion as shown in the policy is the date of issue and

does not in any manner support appellants' con-

tention.

The next case discussed by appellants

—

Schwartz

V. Northern Life Insurance Co., 25 Fed. (2nd) 555

(C.C.x\. 9th Circuit), calls attention to the opinion of

the District Court reported in 19 Fed. (2nd) 142.

In this case the insured made application for insur-

ance on August 2, 1924, and on that date gave the

agent a note for the annual premium and received
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a conditional binding receipt. The medical exam-

ination was had on the same day the policy was

issued and dated, August 14, 1924. The premium

date was fixed as August 2, the date of the medical

examination. The policy was delivered August 22,

1924. The insured committed suicide on August 9,

1925. The company commenced suit on August 12,

1925, to avoid the policy on two grounds: (1) Sui-

cide; (2) Breach of conditions relative to change of

occupation and handling explosives. The policy

provided:

"Incontestability.—This policy shall be in-

contestable after one year from date of policy,
except for the non-payment of premium or
service in army or navy in time of war."

It further provided, "Unless otherwise required,

the premium due date of the policy shall be my
medical examination." The conditional binding

receipt issued by the agent was as follows:

CONDITIONAL BINDING RECEIPT
Northern Life Insurance Co., Seattle, Wash.,

received from Henri Charles Schwartz an appli-
cation, bearing same number as this receipt
for $25,000 insurance on his life and nine hun-
dred (note) dollars in cash, in full settlement
of premium thereon: Provided, settlement for
the full premium has been previously made,
the insurance applied for (not in excess of lim-
its below) shall take effect when an examina-
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tion of the applicant satisfactory to the com-
pany has been made by its medical examiner;
Provided, nothing is developed as existing at

or prior to the time of said examination which
would ordinarily cause rejection at the com-
pany's home office for the plan and (or)

amount of insurance applied for. * * *

The contention was made by the beneficiary

that the date of the policy referred to in the incon-

testability clause was August 2, 1924, because the

company fixed that date as the premium due date.

The District Court held:

"The fixing of the premium date as August
2 did not operate to antedate the policy, and
did not indicate an acceptance by the insurance
company of the alterations made in the condi-
tional binding receipt. * * *

"The premium date upon a policy does not,

however, necessarily fix the date when a policy

goes into effect, when the policy itself bears a
later date.

"The date of this policy is, on the face of
the policy, stated to be August 14, 1924. The
earlier premium date does not operate to place

the policy in force earlier."

Upon appeal this court reversed the District

Court's decision and the decision contained this

additional statement of fact:

"The application for the policy contained a

provision that the insurance should be void

except for the amount of the premium paid
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therefor in the event that the insured com-

mitted suicide within one year 'from date poli-

cy becomes effective.'

"

The decision of this court is with reference to

the suicide clause which refers to "date policy he-

comes effective" and not to the incontestability

clause which refers to "date of policy." The court

stated on page 557:

"The principal question presented in the

case is upon what date the policy became effec-

tive. The appellant says it was August 2, 1924.

The appellee says it was August 14, 1924. The
date from which a policy becomes effective

is not necessarily determined by the date which
it bears or the date of its execution or the date

of its delivery or by the date when the first

premium is paid. It is the date frorn which
the risk commenced, and it is determined by
the meaning of the provisions of the insurance
contract."

And on page 558:

"From a consideration of all the provisions

of the contract here in question, we reach the

conclusion that the minds of the contracting

parties met in fixing upon August 2, 1924, as

the date from which the policy becarne effec-

tive and as the date upon which the risk com-
menced and the date from which began the

year during which the policy might be con-

testable for suicide."

After discussing the date the policy became ef-

fective with reference to the suicide clause and

holding that the year had expired in which the



30

policy could be avoided for suicide, the court dis-

cussed the grounds upon which the company had

attempted to contest the policy for breach of con-

ditions relative to change of occupation and han-

dling of explosives and determined that the com-

pany had no grounds for cancelling the same be-

cause the conditions had not been breached. It

should be noted that the court did not hold that the

period had expired within which the company

might contest the policy for reasons other than

suicide but assumed that such period had not ex-

pired and discussed the grounds of contest on the

merits.

It will thus be seen from a careful reading of

both decisions that the District Court's opinion is

clearly in accord with appellee's contention in the

instant case and apparently this court is also in

accord with appellee's contention. Neither the Dis-

trict Court nor this court supports the contention

advanced by appellants.

The case of Moreau v. Mass. Mutual Life Ins.

Co., 1 Fed. Supp. 102 (D. Ct.), cited by appellants,

does not involve the construction of the term "date

of issue" or the beginning of the period of con-

testability, and hence is of no value in considering

this question.



81

In the case of State Mutual Life Ins. Co, v. Stapp,

72 Fed. (2nd) 142 (CCA. 7th Cir.), the policies bore

date of January 12, 1931, and contained the follow-

ing provisions:

"This policy shall not take effect until ac-

tually delivered and the first premium paid

hereon during the lifetime of the insured.

"Incontestability: Except for nonpayment

of premium, this policy shall be incontestable

after it has been in force for two full years

from the date of its issue.

"Suicide: If the insured shall commit sui-

cide within two years from the date hereol,

while sane or insane, this policy shall be null

and void, except for the amount of the pre-

mium paid thereon which amount shall be paid

to the beneficiary herein named,"

Some of the policies were delivered to the in-

sured on February 10, 1931, and the others on Jan-

uary 28. 1931, the premium payments being made

on the respective dates. The insured committed

suicide on January 27, 1933. It was the company's

contention with respect to this suicide issue that

the policies by their terms did not come into force

until their delivery and the payment of premiums

and that therefore the two-year period within which

suicide of the insured would defeat recovery on the

policies did not begin to run until the time when

through payment and delivery the policies first

came into force. It will thus be seen that the com-
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clause of the policies. The beneficiary contended

that the date of issue of the policies must be con-

sidered the date which the policies bear and which

the company's officers certify to be the date.

With respect to the suicide clause the court held

that the clause itself was determinative in that it

specified that suicide should avoid the policy only

'*if committed within two years from the date here-

of." It was held that the suicide did not occur

within two years of the date of the policies. The

court in distinguishing between the effective clause

of the policy and the date of the policy says:

"The question of when the two-year period
begins to run where the insured died more than
two years after the date borne by the policy and
less than two years after it went into force by
delivery and the payment of premium was defi-

nitely passed upon by the Supreme Court in the
Hurni case (Mutual Life Ins. Co. v. Hurni Pack-
ing Co., supra)."

The court then quotes from that opinion as fol-

lows:

"While the question, it must be conceded, is

not certainly free from reasonable doubt, yet,

having in mind the rule first above stated, that

in such case the doubt must be resolved in the

way most favorable to the insured, we con-
clude that the words refer not to the time of
actual execution of the policy or the time of its
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delivery but to the date of issue as specified in

the policy itself."

The court applied the same reasoning to the

commencement of the two-year limit on contesta-

bility. It will thus be seen that that court placed

the same construction on the Hurni Packing case

as appellee does and held that it is the date of the

policy itself and not the effective clause of the

policy that controls with reference to the date of

issue.

The case of New York Life Insurance Company

V, Bullock, 26 Fed. (2nd) 666 (C. C. A. 5th Circuit),

cited by appellants, also supports appellee's con-

tention, although it must be observed that the date

of the policy and the date of the effective clause

are the same. In that case the policy was dated

June 3, 1924, and contained a similar provision to

the policy in the instant case, to-wit:

"This policy takes effect as of the 3rd day
of June, 1924, which date is the anniversary of
the policy."

The incontestability clause provided that the policy

should be incontestable after two years from its

date of issue. The suit to cancel the policy was

commenced June 3, 1926, and it was claimed that

the suit had not been commenced within the con-

testable period. The court in its opinion says:
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"We are mindful that any ambiguity in the

Eolicy is to be construed against the insurer,

ut we think that the clauses above quoted
clearly express the agreement that the period

of two years within which the policy might be
contested began to run from its date, * * * "

It should be observed that the court referred to

the date of the policy and not to the effective date

of the policy. If the court had considered that the

effective date of the policy governed the period of

contestability, it would have commenced June 3,

1924, and would have expired June 2, 1926, that

being two full years that the insurance was effec-

tive. However, taking the view that the period of

contestability was from the date of the policy, the

company would have all of June 3, 1926, in which

to contest the policy. The court so held and thus

supports the proposition that the date of issue is

governed by the date in the testimonium clause and

not the date in the effective clause.

The case of Sellars v. Continental Life Insurance

Company, 30 Fed. (2nd) 42 (CCA. 4th Circuit)

cited by appellants, deals with a policy somewhat

different from the policy in the instant case. How-
ever, the court in its opinion states:

"It is not reasonable to ascribe to the lan-
guage used by the parties a meaning which
would introduce into their contract so great an
element of doubt and confusion. The reason-
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able assumption is that they used the words

*date of its issuance' in the sense of their ordi-

nary meaning and had reference to the date

borne by the policy, the date on which it was

sent out from the home office of the company."

The case of Prudential Insurance Company v.

Connallon, 108 N. J. Eq. 316; 154 Atl. 729, reversing

106 N. J. Eq. 106, 251; 150 Atl. 564, involves the con-

tention that the date of issue is the date upon which

the policy becomes effective. In that case a receipt

contained a provision that the insurance should

take effect from the date of the application and the

policy contained a provision that it should be in-

contestable after one year from its date of issue.

The lower court held that the company agreed that

upon payment of the first premium the insurance

should take effect from a date earlier than the date

given to the policy, namely, the date of the applica-

tion, provided the risk was accepted and the policy

was delivered, and that to ascertain the true date of

issue, the policy must be read with the application

and thus the company made the date of the applica-

tion the point of time when the policy became ef-

fective and that was the date from which the year

began, during which the policy was contestable.

The appellate court in reversing the lower court

said

:
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"It may be that under certain circumstances
the date of a policy would not necessarily de-

termine its date of issue. A policy might be
dated and signed and not parted with by the
company for a long time, raising a question in

such a case as to whether the date and signing
of the policy or the date of its subsequent
delivery should be regarded as its date of issue.

But surely a policy is not effectively issued, is

not legally sent forth, until it has been proper-
ly signed and executed by the proper officers

of the company. In this case the signing and
execution was done on August 6, 1928, and the
policy was not delivered to the beneficiary
until after it was signed and executed. There
is no evidence that the insurer and the insured
agreed that this policy 'should issue' (if that

were possible) before the date it was signed
by its officers. It is true that if the applicant
be of sound health and he pays the full first

premium and his application be approved in

the home office, the insurance took effect from
the date of the application, but there is nothing
in the language of the application which makes
its date and the date of issue of the policy the
same. It is the policy alone, and not the appli-

cation that specifically fixes the time limitation
as to contest of the policy. It could have been
declared in the policy that the time limitation
of contest should run from any reasonable date
fixed therein; and it was specifically declared
therein that it (the policy) should be incon-
testable after one year from its (the policy's)

date of issue—not one year after the making or
date of the application. We hold that this pol-

icy did not issue until it was signed and exe-
cuted by tlie proper officer; that it was signed
and executed by such officer on August 6, 1928;
that it was not issued or delivered to the in-
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sured or the beneficiary until after its signing
and execution on that date; and that its date
of issue under the incontestability provision of
the policy is the date of issue as specified in

the policy itself."

In contending that the effective date of the

policy is the date of issue, the appellants complete-

ly ignore the date of execution of the policy, which

the authorities above cited all agree is the date of

issue of the policy. In this connection, we call

attention to the fact that although the policy, after

delivery, took effect "as of" September 29, 1930,

the risk did not attach and the insurance did not

take effect until the policy was delivered to and

received by the applicant and the first premium

paid thereon in full during his lifetime and then

only if he had not consulted or been treated by a

physician since his medical examination. This is

a condition precedent which the courts invariably

enforce. It might be said, however, that when the

policy does become effective, it relates back, for

some purposes, to the earlier date in order to give

the insured the benefit of a younger age in com-

puting premium payments, dividends and cash sur-

render values. It does not, however, in any man-

ner, affect the date given to the policy itself which

is included in the testimonium clause.
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It becomes apparent that the effective clause of

the policy and the testimonium clause of the policy

each serve a useful purpose. The effective clause

determines the premium due dates of the policy,

the anniversary of the policy and the date upon

which the cash surrender values and dividends are

computed. The date in the testimonium clause is

the date given to the policy itself as the date upon

which the policy came into being, the date it was

put forth by the company, and the date of issue of

the policy.

This suit was commenced on January 6, 1933.

The date of issue of the policy being January 7,

1931, the suit was commenced within the two-year

contestable period.

ASSIGNMENT OF ERROR III.

Appellee contends that the court did not err in

holding that the defendant Charles Horwitz made

false answers to the questions asked by the medical

examiner and recorded by the examiner in Part 2

of the application for insurance (Plaintiff's Exhibit

2).

ASSIGNMENT OF ERROR V.

Appellee contends that the court did not err in

holding that the defendant Charles Horwitz at the
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time he made the negative answers to the questions

asked by the medical examiner and recorded by the

examiner in said application knew that said nega-

tive answers were false.

POINTS AND AUTHORITIES

(1) The law requires the utmost good faith

and full disclosure on the part of the applicant in

answering questions concerning condition of health

and consultations with physicians.

Stipcich V. Metropolitan Life Ins. Co., 277 U.

S. 311, 72 Law Ed. 895, 898.

Mutual Life Ins. Co. v. Hilton-Green, 241 U.

S. 613, 60 Law Ed. 1202.

New York Life Ins. Co. v. Cohen, 57 Fed.

(2nd) 494 (C. C. A. 6th Circuit).

Aetna Life Ins. Co. v. Kimble, 16 Fed. (2nd)

214,215 (CCA. 3rd Circuit).

M'Lanahan v. Universal Ins. Co., 1 Pet. 170,

7 Law Ed. 98-105.

Mutual Life Ins. Co. v. Chandler, 120 Ore.

694, 701.

(2) Representations in response to questions

as to ailments, diseases, condition of health or con-

sultation with physicians are material to the risk
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and if false and applicant knows or has reason to

know that they are false, they are deemed legal

fraud vitiating the contract.

Stipcich V. Metropolitan Life Ins. Co., 277 U.
S. 311, 72 Law Ed. 895, 898.

Mutual Life Ins. Co. v. Hilton-Green, 241 U.
S. 613, 60 Law Ed. 1202.

Pacific Mutual Life Ins. Co. v. Cunningham,
65 Fed. (2nd) 909 (C. C. A. 5th Circuit).

Kaffanges v. New York Life Ins. Co., 59 Fed.
(2nd) 475 (C. C. A. 1st Circuit).

New York Life Ins. Co. v. Cohen, 57 Fed.
(2nd) 494 (C. C. A. 6th Circuit).

Hesselberg v. Aetna Life Ins. Co., 75 Fed.
(2nd) 490 (C. C. A. 8th Circuit).

Lyttle V. Pacific Mutual Life Ins. Co., 72 Fed.
(2nd) 140 (C. C. A. 6th Circuit).

Prudential Ins. Co. of America v. Loewen-
stein, 76 Fed. (2nd) 479 (C. C. A. 4th Cir-

cuit).

Aetna Life Ins. Co. v. Perron, 69 Fed. (2nd)
401 (CCA. 7th Circuit).

Cooler's Briefs on Insurance, 2nd Ed., Vol. 4,

pp. 3268, 3277.

(3) If applicant has good reason to believe that

he is or has been suffering from an ailment, illness

or disease, it is his duty to make a full disclosure.

See cases cited under Point 2 above; also

Gay V. New York Life Ins. Co., 48 Fed. (2nd)
595 (CCA. 6th Circuit).
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Bankers Life Ins. Co. v. Dixon, 24 Fed. (2nd)

241, 243 (D. C. W. D. Pennsylvania).

Chadwick v. Beneficial Life Ins. Co. (Utah),

191 Pac. 240, 245.

Metropolitan Life Ins. Co. v. Freedman
(Mich.),123N. W. 547.

(4) There may be actual fraud in equity with-

out any element of wilfulness or knowledge of the

falsity of the representation.

New York Life Ins. Co. v. Marotta, 57 Fed.

(2nd) 1038 (C. C. A. 3rd Circuit).

General Finance Corp. v. Keystone Credit

Corp., 50 Fed. (2nd) 872 (C. C. A. 4th Cir-

cuit).

12 R. C. L., Sec. 100, p. 345.

ARGUMENT

For convenience, we shall discuss the two as-

signments of error in one argument.

In Part 2 of the application for insurance

(Plaintiff's Exhibit 2, Tr. Rec. p. 228), upon which

the Company relied in issuing both the $8,000.00

policy and the amendment to the $2,000.00 policy,

the defendant Charles Horwitz was asked direct

questions as to whether he had ever consulted a

physician or practitioner for, or suffered from any

ailment or disease of
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8-A The Brain or nervous system.

-B The Heart, blood vessels, or lungs.

-C The Stomach or intestines, liver, kidneys
or bladder.

-D The Skin, middle ear or eyes.

According to the exhibit and according to the testi-

mony of the medical examiner, these questions

were answered "No."

The applicant was then asked:

9. Have you ever had rheumatism, gout or
syphilis?

10. Have you ever consulted a physician or
practitioner for any ailment or disease
not included in the above answers.

These questions were likewise answered "No."

He was then asked:

11. What physicians or practitioners, if any,
not named above have you consulted or
been examined or treated by within the

past five years?

This question was answered "None."

Above the signature of the insured appears

these words:

On behalf of myself and of every person
who shall have or claim any interest in any
insurance made hereunder, I declare that I have
carefully read each and all of the above an-

swers, that they are each written as made by
me, and that each of them is full, complete and
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true, and agree that the Company, believing

them to be true, shall rely and act upon them.

The trial court found that each of the answers

referred to above was material and constituted a

material part of the consideration for the making,

signing and delivering of the $8,000.00 policy and

the amendment to the $2,000.00 policy and that the

answers to the interrogatories 8-A, 8-B, 10 and 11

were untrue and were known by Charles Horwitz

to be untrue, particularly in this: That within two

months immediately before the date of said appli-

cation and also for a period of more than one year

immediately before said date, Charles Horwitz had

suffered from and had consulted physicians for

ailments and diseases of the nervous system, heart,

blood vessels and lungs, and that on or about De-

cember 13, 1929, he had suffered from dyspnea and

cough, palpitations and precordial pain and had con-

sulted and been treated therefor by Dr. Theodore

Melnick, a duly licensed and practicing physician

and that during the month of November, 1930, he

had suffered a serious impairment of health and

became so ill on account of cardiac palpitation,

precordial pain, dyspnea, weakness in legs and ten-

der ankles that he was bedridden about ten days,

and that at that time he consulted and was treated

by said Dr. Melnick for said ailments and that he
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also consulted and was treated by Dr. Theodore

Melnick for illnesses at other times, to-wit, January

7, 1928, December 21, 1929 and February 7, 1930.

(Tr. Rec. pp. 74-75, 85-86.)

The court also found that defendant Charles

Horwitz well knew that his answers to the interro-

gatories were untrue and false and that such state-

ments and answers were false and fraudulent and

were made for the purpose of deceiving and mis-

leading plaintiff and inducing plaintiff to accept

said application for insurance and issue a policy

thereon to defendant Charles Horwitz. (Tr. Rec.

pp. 75, 86.)

The fore part of the argument of appellants

with respect to these assignments of error, discusses

the proposition that the findings of the lower court

will not be disturbed on appeal, except for obvious

error of law or serious mistake of fact. This rule

is followed by this Court: National Reserve Ins. Co,

V. Scudder, 71 Fed. (2nd) 884. Appellants claim that

an exception to the rule should be made where the

testimony is by depositions, and point out that

plaintiff's entire case, except for proof of the ten-

der of the return of the premium and a few ques-

tions in explanation of an exhibit, was presented by

deposition; that five of defendants' ten witnesses
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likewise testified by deposition. However, it should

be kept in mind that both of the defendants person-

ally appeared and testified at the trial. The testi-

mony of defendant Charles Horwitz covered prac-

tically every material issue raised by the answer.

The court therefore had the opportunity of hearing

the defendants personally, and was in position to

make observations as to their manner of testifying,

and the character and quality of their testimony. If

there were any advantage or disadvantage to either

side bj^ reason of the taking of testimony by de-

position, it would seem that the advantage was in

favor of the defendants and not of the plaintiff.

Furthermore, the defendants had advance informa-

tion with respect to practically the entire case of the

plaintiff as disclosed by the depositions and had full

opportunity to present personally any testimony,

which they might have had, in refutation or ex-

planation of plaintiff's evidence.

The same contention that appellants are now

making was made in the case of New York Life

Insurance Company v. Griffith, 35 Fed. (2nd) 945

(C. C. A. 10th Circuit) and cited by appellants in the

argument under Assignments of Error III and V.

In that case the trial court found against the com-

pany. The company contended on appeal that the



46

findings of the trial court should not have the same

effect where part of the testimony was taken by

deposition. The court, however, said (p. 948)

:

"We are referred to authorities holding that

the force of the findings made by the trial

judge on appeal does not apply where the testi-

mony is taken by depositions. See Photoplav
Pub. Go. V. LaVerne Pub. Co. (C. C. A.), 269 F.

730. It is presumed the trial court accorded it

full weight. But opposed to it is the testimony
of witnesses appearing at the trial. We are by
no means convinced there was a serious mis-
take, or any at all, in estimating the testimony
and deciding the issues of fact involved in this

branch of the case. The findings of the trial

court are therefore sustained."

The evidence in this case shows that on Novem-

ber 7, 1932, defendant Charles Horwitz executed a

statement in connection with a claim for disability

benefits under both of the policies of insurance in-

volved in this case. In this statement, he stated that

the disability prevented him from engaging in any

occupation whatsoever for remuneration or profit

from November 7, 1931 (Plaintiff's Exhibit 6, Tr.

Rec. p. 233-4). In connection with this claim for

disability benefits, the defendant submitted an at-

tending physician's report, signed by Dr. Theodore

Melnick, dated November 12, 1932 (Plaintiff's Ex-

hibit 7, Tr. Rec. p. 235-6). It should be noted that

this attending physician's report was signed prior to
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the commencement of this suit and prior to the

time that the defendants or the doctor knew that a

lawsuit would be had on the policies. In this report

the doctor stated that the insured, Charles Horwitz,

had been wholly disabled and prevented from en-

gaging in any occupation whatsoever for remuner-

ation or profit from July, 1931; that the insured

had first consulted him with respect to the present

disability on December 13, 1929, and that at that

time the insured gave a history of dyspnea, cough,

palpitation, precordial pain; that the date of onset

of the present disability was about one week prior

to the first consultation and that the predisposing

cause of the present disability was arterio sclerosis.

The doctor also stated that he was consulted for a

cause prior to the present disability, which he

stated was in January, 1928, for a cough for two

weeks. The doctor plainly distinguished in this

report between consultations for the present dis-

ability and consultations for other causes. The in-

sured, Charles Horwitz, also submitted an attending

physician's report executed by Dr. W. E. Hughes,

dated November 11, 1932 (Plaintiffs Exhibit 8, Tr.

Rec. p. 236) . In this report the doctor stated that the

insured had been wholly disabled since July 29,

1931.
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Dr. Melnick in his deposition testified that he

treated the insured on January 7, 1928, and pre-

scribed medicine for a cold and treated him again

and prescribed medicine on December 13, 1929, at

which time he had dyspnea or shortness of breath;

that on December 21, 1929, he returned and was

given cough medicine; that on February 7, 1930, he

treated him for a cold and a red throat and a cough.

The next visit was on November 13, 1930, at which

time he said he was sick at home for four days,

that he had pain in his ankles and an examination

at that time revealed tender ankles and he was

prescribed medicine for that condition (Tr. Rec. p.

154).

Dr. Paul H. Parker testified that he took the

medical history of Charles Horwitz at the Pennsyl-

vania Hospital on July 23, 1931. The insured told

him at that time that at the age of 50 he had had

some pain in his left shoulder and that he was first

told that he had heart disease by his family doctor

in January, 1931. The doctor also testified that the

thing he was interested in was the heart disease

(Tr. Rec. pp. 143-4).

Dr. Norman P. Shumway, also connected with

the Penns3^1vania Hospital, testified that he took a

part of the record and history from the insured;



49

that when he saw the insured in August, 1931, the

insured ,complained of numbness and weakness of

the extremities; that the insured stated to him that

since last fall (fall of 1930) he had had progressive

weakness and numbness in his arms and that for

three months he had been troubled in a similar

manner with his legs (Tr. Rec. p. 144).

Dr. Joseph C. Yaskin, a practicing physician in

Philadelphia, testified that Charles Horwitz was re-

ferred to him for examination on July 8, 1931, by

Dr. Theodore Melnick. Charles Horwitz and his

wife both came to see him and being a referred

case, he made a complete history and complete ex-

amination. He then gave the history as he had got-

ten it from Mr. Horwitz, which was dictated in the

presence of Mr. Horwitz after it was obtained. Ac-

cording to this history, the insured complained of

numbness, stiffness and weakness in both hands,

always tired and shaky in his legs; when walking a

couple of blocks, his legs gave way as if he were

drunk; he had pain over the precordium and in the

left shoulder; on excitement he got exhausted and

had dyspnea on exertion. This doctor testified that

Mr. Horwitz stated that in the winter of 1929-30 he

had some sort of heart attack which incapacitated

him for a couple of weeks; that some time in the
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fall of 1930 something happened to a bathtub on a

second floor, and as a result of that, he had to walk

up and down stairs and out in the street for some

little distance; that right after this he had some

cardiac palpitations, precordial pain and dyspnea.

He was bedridden for ten days and went to the

shore for four weeks (Tr. Rec. pp. 145-6).

Dr. Wm. E. Hughes, a practicing physician in

Philadelphia, testified that he treated Charles Hor-

witz a number of times, the first time on July 29,

1931, at which time he took a history of his case

from him. That history was that his legs had been

a little weak, starting about a year before; they then

got very much better, then in December, 1930, they

got worse again (Tr. Rec. p. 157).

Appellants endeavor to take away the force of

the testimony of these various doctors by showing

inconsistencies between their testimony and Dr.

Melnick's testimony in his deposition in this re-

spect: They repeatedly point out that Dr. Melnick is

the plaintiff's witness. In this connection it should

be pointed out that while Dr. Melnick was the plain-

tiff's witness, he was also the insured's attending

physician and that it was necessary that plaintiff

call Dr. Melnick to identify his attending physician's

report and also to get direct testimony as to the
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consultations, prior to the application for insur-

ance, that were not disclosed in the application. It

should also be pointed out that if there is any in-

consistency in the testimony of these various doc-

tors with the testimony of Dr. Melnick, there is no

inconsistency between the testimony of these vari-

ous doctors and the attending physician's report

executed by Dr. Melnick prior to the commence-

ment of this suit.

Furthermore, the testimony of the doctors is

corroborated by the testimony of each other and in

certain respects with the testimony of Dr. Melnick

and both Mr. and Mrs. Horwitz. For instance, Dr.

Parker testified that the insured told him that he

had pain in his left shoulder and that he was told

by his family doctor in January 1931 that he had

heart disease (Tr. Rec. p. 143) ; Dr. Yaskin also testi-

fied that the insured told him that he had pain in

the left shoulder and that in the winter of 1929-30

he had some sort of heart attack which incapaci-

tated him for a couple of weeks (Tr. Rec. p. 145);

Dr. Melnick testified that on December 13, 1929,

the insured had dyspnea or shortness of breath (Tr.

Rec. p. 154) which is in accord with the statement

of Dr. Yaskin with respect to the heart attack in the

winter of 1929-30. It should then be noted that each
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time the insured returned to Dr. Melnick, the doctor

examined his heart and in each instance he said

that his heart was in good condition (Tr. Rec. pp.

154-155). Ordinarily a doctor does not examine the

heart each time the same patient calls to be treated

for a cough.

Neither Mr. Horwitz nor Mrs. Horwitz denies the

bath-tub incident referred to by Dr. Yaskin. Charles

Horwitz attempted to explain the bathtub incident

but he says with reference to the same : "I was per-

fectly all right but I was tired out; I worked pre-

vious to that for a month or so very hard, and also

Mrs. Horwitz had an operation; had been operated

on in September; when she came home she came on

a crutch; she was that way for about a month or

six weeks and I had to take care of my business and

was taking care of part of the house, and I was

tired— I was practically run down; I was tired

out" (Tr. Rec. p. 167). He then testified that he

went to Dr. Melnick the next day and told him what

his condition was; the doctor told him to take a rest

for a couple of days and that he went down to the

seashore to rest up (Tr. Rec. p. 168).

Mrs. Horwitz in her testimony also described the

bathtub incident and states that after that they went

down to the beach for three weeks and that she told
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Mr. Horwitz that she wanted him to go with her as

it would give him a chance to rest up from the

excitement he had with the plumbing business (Tr.

Rec. pp. 179-80).

Appellants assert that the strongest denial of

Mr. Horwitz' ill health is the evidence of his hard

manual labor, breaking up old cars with a sledge

hammer from 7:30 a. m. to 8 p. m. and that the

work continued until May, 1931. The evidence does

not show that Horwitz performed this labor as

claimed, continuously until May, 1931; in fact, the

evidence shows that in November 1930 he went to

the beach to rest up from his hard work which was

shortly after the bathtub incident; that he was there

about three weeks (Tr. Rec. p. 168); that in Febru-

ary, 1931, he was back at the doctor's office twice,

complaining of pain in the left hip, in the stomach,

in the sacro-iliac region, and was examined and

treated therefor (Tr. Rec. pp. 154-55). That on May

16, 1931, he again called on his doctor for examina-

tion and treatment (Tr. Rec. p. 155).

The legal propositions involved in Assignments

of Error III and V are simple and easy to apply.

They will be discussed in three sub-divisions:

(1) Element of Good Faith.
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The rule that good faith is essential in insurance

contracts is well and briefly stated in Stipcich v.

Metropolitan Life Ins. Co., 277 U. S. 311, 72 Law Ed.

895, in which the United States Supreme Court says:

"Insurance polices are traditionally con-
tracts uberrimae fidei and a failure b^^ the in-

sured to disclose conditions affecting the risk

of which he is aware, makes the contract void-

able at the insurer's option."

Emphasis is placed in many of the cases upon

this requirement of utmost good faith. In Mutual

Life Ins. Co. v. Hilton-Green, 241 U. S. 613, 60 Law

Ed. 1202, the court says, at page 1211

:

"Beyond doubt an applicant for insurance
should exercise toward the company the same
good faith which may be rightly demanded of
it. The relationship demands fair dealing by
both parties."

In M'Lanahan v. Universal Ins. Co., 1 Pet. 170,

it is stated (at page 184)

:

"The contract of insurance has been said to

be a contract uberrimae fidei, and the principles

which govern it are those of an enlightened
moral policy. The underwriter must be pre-

sumed to act upon the belief that the party
procuring insurance is not, at the time, in pos-

session of any facts material to the risk which
he does not disclose."

In New York Life Insurance Company v. Cohen,

57 Fed. (2nd) 494 (C. C. A. 6th Circuit) the court
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adopts and applies the exact phrasing of the rule

stated by the United States Supreme Court in the

Stipcich case, supra, and in Aetna Life Insurance

Company v. Kimble, 16 Fed. (2nd) 214, the court

adopts the language quoted above from the Hilton-

Green case.

In Mutual Life Insurance Company v. Chandler,

120 Oregon 694, the court states the rule as follows:

"The representation, however, that he has

not consulted or been treated by any other

physician is one peculiarly within his knowl-

edge and the law requires in such a case the ut-

most good faith and full disclosure in answer
to direct inquiries on the part of one making
an application for the policy."

(2) Representations as to Condition of Health.

The law is well settled that a representation in

response to a question as to ailments, illnesses, dis-

eases, condition of health or consultation with phy-

sicians is material to the risk, and if false, and the

applicant knows or has good reason to know that

the same is false, it is deemed legal fraud, vitiating

the contract.

The Stipcich case already referred to gives full

approval to this rule as does also Mutual Life Ins.

Co. V. Hilton-Green, supra, wherein the court states:

"Considered in most favorable light possi-

ble, the above quoted incorrect statements in
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the application are material representations;
and, nothing else appearing, if known to be un-
true by assured when made, invalidate the

policy without further proof of actual con-
scious design to defraud."

We have cited under subdivision 2 of Points and

Authorities many typical cases, in all of which the

foregoing rule is announced and applied. We deem

it unnecessary to discuss the cases at length, how-

ever, we will call particular attention to the follow-

ing:

In Pacific Mutual Life Ins. Co. v. Cunningham,

65 Fed. (2nd) 909 (C. C. A. 5th Circuit) the court

discusses the term "illness" and says that a diseased

tonsil is an illness and a failure to disclose the

condition, gave the company the right to cancel the

policy.

In Kaffanges v. New York Life Ins. Co., 59 Fed.

(2nd) 475 (C. C. A. 1st Circuit), the court held that a

failure to disclose that the applicant had had seiz-

ures of epileptic fits amounted to fraud and entitled

the company to cancel the policy.

In New York Life Ins. Co. v. Cohen, 57 Fed.

(2nd) 494 (C. C. A. 6th Circuit), the insured was

asked practically the identical questions asked the

insured in this case. The court said that the answers

to these questions were, as a matter of law, material.
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In Prudential Ins. Co. of America v. Loewenstein,

76 Fed. (2nd) 479 (C. C. A. 4th Circuit), the court

held that the insured's failure to disclose that he

previously had been treated by a physician and that

he had suffered from palpitation of the heart and

shortness of the breath when asked whether he had

consulted a physician or suffered from those ail-

ments, required a directed verdict for the insurer

since such statements were material representations

which invalidate the policy without further proof

of actual conscious design to defraud.

In Hesselberg v. Aetna Life Ins. Co., 75 Fed.

(2nd) 490 (C. C. A. 8th Circuit), the insured failed

to disclose an accidental injury and a consultation

of a physician therefor. The court stated at page

493:
"The representations, however, were clearly

material to the risk. The general rule in this

and other federal jurisdictions is that state-

ments in applications for life insurance policies
as to prior illness, and consultations with phy-
sicians are deemed material as matter of law.
They are recognized as materially influencing
the insurer's judgment in accepting the risk or
fixing the premium."

In Lyttle v. Pacific Mutual Life Ins. Co., 72 Fed.

(2d) 140 (C. C. A. 6th Circuit), the insured, while

admitting medical treatment six years before the

date of the application, failed to disclose a recent
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treatment for acute indigestion and the court held

that such failure, coupled with a false statement

that the insured had given full information about

each disease, constituted a material misrepresenta-

tion and barred recovery on the policy.

In Aetna Life Ins. Co. v. Perron, 69 Fed. (2nd)

401 (C. C. A. 7th Circuit), the insured consulted his

physician, complaining that he was then and had

been experiencing intermittent swelling of both

hands and tenderness thereof upon pressure. After

three consultations, the physician made a tentative

diagnosis of vasomotor impairment and recom-

mended that Mr. Perron go to a hospital. Further

consultations and hospitalization mainly for obser-

vation followed. The insured made no disclosure

relative to these matters in his application. The

court held that he was well aware he had had physi-

cal troubles and SA^mptoms of sufficient materiality

to cause him to consult physicians and undergo

hospitalization; that these circumstances were ma-

terial to the company insuring his life; that his

beneficiary was not entitled to recover on the policy.

In Atlantic Life Ins. Co. v. Hoefer, 66 Fed. (2nd)

464 (C. C. A. 4th Circuit), the court said:

"If this medical history of the insured had
a material bearing upon the risk involved, the
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failure to communicate it to the insurance com-
pany prevented recovery in this case; for it is

not a sufficient excuse that the insured believed
that he had been cured when his blood pressure
came down after the removal of his tonsils and
some of his teeth. It was for the company and
not for him to decide upon what terms, if at all,

it was willing to insure his life.

***** a representation is material when
reasonably careful and intelligent men would
regard the fact involved as substantially in-

creasing the chances of the loss insured against;
and that this is especially true when the insurer,
on becoming aware of the fact, would raise the
rates or reject the risk altogether."

The testimony of the Philadelphia doctors shows

that the insured knew that he had a very serious

impairment of his health prior to January 2, 1931.

He knew that he had dypsnea or shortness of

breath, that he had weak and tender ankles and had

received medicine for each of these ailments and he

knew that he had difficulty with his legs and that

at times it was difficult for him to walk, and fur-

ther that he had had trouble with his heart, and that

he was actually confined at home with illness for

several days in November, 1930. Honesty required

that he make a full disclosure of these ailments in

his application for insurance. His failure to do so

vitiates the policy.

(3) Element of Wilfulness or Knowledge.
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Appellants argue under Assignments of Error

III and V that there must be an element of wilful-

ness or knowledge of the falsity of the answer be-

fore such answer can be used to vitiate the policy.

The answer of appellee to this contention is that

in the present case as a matter of fact (as found by

the trial court and supported by ample evidence)

there was actual knowledge on the part of the ap-

plicant that his answers were untrue; and that as a

matter of law the false answers made by the appli-

cant to material questions constituted legal fraud,

vitiating the contract without further proof of ac-

tual intent to defraud.

This legal proposition runs throughout the cases

referred to above. It is well stated by the Supreme

Court of the United States in the Hilton-Green case,

supra (see p. 55 of this brief where quotation is set

out).

Also see New York Life Insurance Company v.

Cohen, 57 Fed. (2nd) 494, 495, in which the Circuit

Court of Appeals, Sixth Circuit, states:

"A positive statement of fact falsely made
with respect to a material matter will, nothing

else appearing, be deemed to have been made
wilfully and with intent to deceive."

Repetition here of the numerous citations which
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have already been referred to is deemed unneces-

sary. However, attention should be called to cases

holding particularly that even though the applicant

does not know the extent of his illness, if he has

good reason to believe that he is suffering from an

ailment or disease, it is his duty to make a full dis-

closure and failure to do so constitutes fraud.

In Gay v. New York Life Insurance Company,

48 Fed. (2nd) 595 (C. C. A. 6th Circuit), the court

said:

"It seemed to us sufficient that Gay had
good reason to believe that he was suffering
from cancer at the time of his application even
if he did not positively know this to be the fact,

and that his fears were confirmed and made
certain between that date and the delivery of
the policy. Under these circumstances, to up-
hold the validity of the policy would operate as

a distinct fraud upon the defendant company."

In Bankers Life Company v. Dixon, 24 Fed. (2d)

241, the District Court of the Western District of

Pennsylvania said:

"For the same reason we know that the in-

sured, in his insurance application, knowingl^^

answered falsely in declaring that he w^as then

in good health, that he had never suffered from
any ailment of the brain or nervous system, nor
of the skin or stomach, and that he had never

had rheumatism. It is possible (although not

probable) for one afflicted wdth syphilis to be
ignorant of the name of his disease, but it is
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impossible for him to be ignorant of the fact

that there is something very materially wrong
with him. This is the testimony of the physi-

cians who testified in the instant case.

"From the foregoing it will be apparent that

we have concluded from the evidence that thr

insured knowingly misrepresented material

facts in his answers to the interrogatories ac-

companying his application."

In Chadwick v. Beneficial Life Ins. Co., 191 Pac.

240, 245, the Supreme Court of Utah said:

"If the insured at the time of making his

application for a policy has knowledge or good
reason to know that he is afflicted with a dis-

ease that renders his condition serious, and that

thereby his longevity will be prejudicially im-
paired, his statements and representations to

the contrary in reply to specific inquiries con-
stitute a fraud practiced upon the insurer, and
which, when successfully proven, invalidates
the policy."

Furthermore there is well established authority

to the effect that in equity there may be actual

fraud without any element of knowledge of falsity

or intent to deceive.

An excellent statement of this rule is made by

the Third Circuit Court of Appeals in New York

Life Insurance Co. v. Marotta, 57 Fed. (2nd), p.

1038, 1039:

"The person making an untrue statement
without knowing or believing it to be untrue,
and without any intent to deceive, may be
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chargeable with actual fraud in equity. Of
course, whatever would be fraudulent at law is

fraudulent in equity; but the equitable doc-
trine goes further, and includes instances of
fraudulent misrepresentation which do not
exist at law. At law there must be a showing
not only of the falsity of the allegation, but also
knowledge by the applicant of such falsity. As
a general rule, courts of equity may grant relief

by way of rescission, abatement, or otherwise,
although no fraudulent intent on the part of
the person making the representation is shown,
and even though he may be honestly misled as
a result of misapprehension or mistake. All
that need be shown in such case is that the rep-
resentations were false, and actually misled the
person to whom they were made."

And the Circuit Court of Appeals, Fourth Cir-

cuit, announces the same rule in General Finance

Corporation u. Keystone Credit Corporation, 50 Fed.

(2nd), p. 872, 878:

"Furthermore, it is well settled that a false

representation of a material fact constituting

an inducement to a contract, on which the op-

posite party has a right to rely, is ground for

rescission in equity, though the party making
the representation may have been ignorant as

to whether it was true or false; the real inquiry
being, not whether the party making the repre-

sentation knew it to be false, but whether the

opposite party believed it to be true, and was
misled by it in entering into the contract. Kelt

V. Trenchard (C. C. A. 4:th), 142 F. 16, 23; Hal-

sev V. Minnesota-South Carolina Land Co. (C.

C. A. 4th), 28 F. (2d) 720; Smith v. Richards, 13
Pet. 26, 10 L. Ed. 42; 12 R. C. L. 345, 346; note
Ann. Cas. 1913C, page 63."
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For further discussion of this rule with many

citations supporting it, reference may be made to

12 R. C. L., p. 345.

In the application for insurance, in the instant

case, the applicant was not only asked specific

questions with reference to the consultations with a

physician or practitioner for specific ailments or

diseases, but he was asked whether he had ever

consulted a physician or practitioner not included

in the specific questions, and his answer was "No."

From the testimony of the doctors above referred

to, it is apparent that Horwitz, if he did not know

the name of the specific diseases or ailments, knew^

that there was something seriously wrong with him

at the time, and prior to the time he made his ap-

plication for the policies of insurance mvolved in

this suit. It was his duty to make a full disclosure

of his condition to the company, and it is certain

from the testimony of the officers of the company

that the policies would never have been issued if a

full disclosure of the facts as subsequently related

to the doctors, had been made.

In this connection, we think it proper to com-

ment on the conduct of defendant Charles Horwitz

subsequent to the issuance of the $8,000.00 policy

and the amendment to the $2,000.00 policy. The
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evidence shows that apparently Mr. Horwitz was

totally disabled in July, 1931. He claims disability

benefits from November 7, 1931. Each of the poli-

cies contains a provision that during a period of

continuous total disability as defined in the policy,

the company will waive the payment of premiums

falling due during such period. The evidence shows

that each premium falling due during the period of

such alleged total disability was paid promptly as

the premium became due and no claim was made

to the company for a waiver of the premium in

accordance with the disability benefit provisions of

the policies. Instead of asking for such waiver,

on October 28, 1931, he requested a change in the

method of paying the premiums on the $8,000.00

policy (Plaintiff's Exhibit 12, Tr. Rec. p. 238) from

annual to semi-annual payments, and again, on

October 18, 1932 (Plaintiffs Exhibit 11, Tr. Rec. p.

238) from semi-annual to quarter-annual payments.

On June 27, 1931 (Plaintiff's Exhibit 10, Tr. Rec. p.

238) he requested a change in the method of paying

the premiums on the $2,000.00 policy from semi-

annual to quarter-annual payments. Furthermore,

no claim was presented to the company for pay-

ment of total disability benefits until November 7,

1932, more than one year after the insured became
totally disabled and subsequent to the time the
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defendant now claims that the policy became in-

contestable.

Charles Maslovitz testified (Tr. Rec. pp. 152,

153) that after the policy and the amendment had

been issued, the defendant Charles Horwitz asked

him how long the policy would be contestable. The

defendant Charles Horwitz, however, would have

us believe that he did not know how long the policy

was contestable, did not know the meaning of the

term "contestable," and did not know that the com-

pany could contest the policy at all after it had

been issued. It seems to appellee that a fair infer-

ence to be drawn from the evidence is that the

defendant Charles Horwitz knew that he had made

misrepresentations as to his health and consulta-

tions with physicians and deliberately planned to

wait until after the contestable period had expired

before making his claim to the company for dis-

ability benefits. We can see no other plausible ex-

planation of his actions. His claim, however, was

filed with the company too soon to accomplish his

purpose as the contestable period expired on Jan-

uary 7, 1933, and not on September 29, 1932.

It is appellee's contention that under the law and

evidence of the instant case the court did not err in

holding that the defendant, Charles Horwitz, made
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false answers to the questions asked by the medical

examiner and recorded by the examiner in part

two of the application for insurance and in fur-

ther holding that the defendant, at the time he

made the negative answers to the questions asked

by the medical examiner, knew that said negative

answers were false.

ASSIGNMENT OF ERROR IV

Appellee contends that the court did not err in

holding that Charles Horwitz made false answers to

the questions asked by the medical examiner con-

cerning the applicant ever having had or consulted

a doctor about various diseases or ailments. The

trial court did not apply the rule of law that any

illness, no matter how slight or inconsequential, or

any visit to a physician, no matter for how slight or

inconsequential an ailment, makes false a negative

answer to questions concerning the appellant's

having had such ailments or having made such

visits.

POINTS AND AUTHORITIES

(1) The consultations with physicians in this

case were not for trivial but were for material and

serious ailments.
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(2) Representations as to consultations with

physicians are material to the risk and, if false, are

deemed legal fraud vitiating the contract; the ques-

tion of triviality is for the Company and not for the

applicant to determine.

Stipcich V. Metropolitan Life Ins. Co., 277 U.

S. 309, 72 L. Ed. 895.

Tutewiler v. Guardian Life Ins. Co., 42 Fed.
(2nd) 208 (C. C. A. 5th Circuit).

Jeffries v. Economical Mutual Life Ins. Co.,

89 U. S. 47, 22 L. Ed. 833.

Fountain & Herrington v. Mutual Life Ins.

Co., 55 Fed. (2nd) 120 (C. C. A. 4th Cir-

cuit).

Mutual Life Ins. Co. v. Hurni Packing Co.,

260 Fed. 641 (C. C. A. 8th Circuit).

Perkins v. Prudential Ins. Co., 69 Fed. (2nd)
218 (C. C. A. 7th Circuit).

Prudential Ins. Co. v. Loewenstein, 76 Fed.
(2nd) 479 (C. C. A. 4th Circuit).

New York Life Ins. Co. v. Webber, 60 Fed.
(2nd) 22 (C. C. A. 1st Circuit).

Mutual Life Ins. Co. v. Chandler, 120 Oregon
694, 252 Pac. 559.

Rigby v. Metropolitan Life Ins. Co., 240 Pa.
332, 93 A. 1079.

Applebaum v. Empire State Life Ass. Soc, 311
Pa. 221, 166 Atl. 768.
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(3) The cases relied upon by appellants under

Point I, page 34, of their brief, are not controlling

in the instant case.

These cases are discussed and distinguished in

pages 82 to 86 of this brief.

ARGUMENT
(1)

In the argument under this assignment of error,

appellants concede that the question concerning

consultations with physicians stands upon a basis

different from that of questions as to diseases, for

it calls for an answer peculiarly within the appel-

lant's knowledge. It is argued, however, that every

consultation must not be listed and that consulta-

tions for minor, temporary ailments causing no

serious inconvenience do not render a negative an-

swer false. It is then argued by appellants that the

consultations in the instant case were for accidental

disorders and ailments lasting only for brief pe-

riods and unattended by any substantial injury or

inconvenience or prolonged suffering and hence

the negative answer of the applicant that he had not

consulted a physician was not a false answer.

Appellee agrees with appellant that the question

concerning consultations with physicians calls for
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an answer peculiarly within the applicant's knowl-

edge. Appellee does not agree that every consulta-

tion need not be listed; neither does it agree that the

consultations in the instant case were for accidental

disorders and ailments lasting only for brief pe-

riods.

The consultations on December 13, 1929, and

December 21, 1929, were both for dyspnea, or short-

ness of breath, in addition to the consultation for

cold. The consultation on February 7, 1930, was

for cold, red throat and cough. At that time the ap-

plicant had a heart examination (Tr. Record p.

154). The consultation on November 13, 1930, was

with reference to the applicant's difficulties fol-

lowing the bathtub incident, at which time the ap-

plicant said that he was tired out and run down (Tr.

Rec. pp. 167-168); and, according to Dr. Melnick's

testimony, he had pain in his ankles and the exam-

ination revealed tender ankles, and the applicant

had been sick in bed for four days prior to coming

to the office (Tr. Rec. p. 154). His heart was ex-

amined again at that consultation. According to Dr.

Yaskin, Mr. Horwitz stated that he had cardiac pal-

pitations, precardial pain and that he had been bed-

ridden for ten days (Tr. Rec. pp. 145-146).

It will thus be seen that the consultations in the
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instant case were not for trivial or inconsequential

matters but were for matters of very serious conse-

quence which ultimately resulted in the disability

now claimed by the insured to be total and per-

manent.

The consultations in the instant case were not

remote because the last consultation prior to the

application for insurance was November 13, 1930.

The answers to the medical examiner were made on

January 2, 1931, less than two months after the last

consultation.

The ailments suffered by the applicant were not

such that they could be classed as forgettable or

forgotten. The evidence shows that the ailments

were distinctly remembered by the insured in the

summer of 1931 when he was examined by the

several physicians whose depositions were taken at

Philadelphia. It is inconceivable that the applicant,

between November 13, 1930, and January 2, 1931,

could have forgotten about these ailments and con-

sultations and yet, in July, 1931, recalled all the

incidents and effects of said ailments. The evi-

dence shows that the applicant's condition was seri-

ous as early as the winter of 1929-30; that it was

certainly serious in November, 1930, so much so

that it was advisable for him to go to the seashore
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for a rest. It continued to be a serious impairment

of his health which led up to the final break in

May, 1931.

(2)

Appellant's contention that the applicant does

not have to disclose every consultation with a physi-

cian is not well taken, particularly in those cases

where the applicant has been asked a direct ques-

tion as to all consultations as in the instant case.

The rule advocated by the appellants would allow

the applicant to determine whether the consultation

was for a trivial matter. In such a case the appli-

cant might determine the consultation trivial when

inquiry from the consulting physician would dis-

close a condition materially affecting the risk.

The great weight of authority supports the rule

that answers in an application with reference to

consultations with and treatments by physicians are

material and the question of triviality is for the

Company and not for the applicant to determine.

In Tutewiler v. Guardian Life Ins. Co., 42 Fed.

(2d) 208 (C. G. A. 5th Circuit), the court said:

"Furthermore, it was just as material and as

much a breach of warranty to conceal the fact

that he had been treated at all by any physician
within five years. Had he answered that ques-
tion truthfully, and there is no doubt that his
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answer was false, the insurer would have been
put upon inquiry and the slightest investigation
would have disclosed the true facts. This would
have inevitably led to the rejection of the ap-
plication."

The United States Supreme Court in Stipcich v.

Metropolitan Life Ins. Co., 277 U. S. 311, 72 L. Ed.

895, said:

"It is now suggested that Stipcich in his ap-
plication made a positive misrepresentation re-
garding a visit to a physician the day before he
applied for insurance. If that were clearly es-
tablished we would consider it necessary to af-
firm the judgment below, although we think
the rulings on which it was based erroneous."

In an earlier case, Jeffries v. Economical Mutual

Life Ins. Co., 89 U. S. 47, 22 Law Ed. 833, the Su-

preme Court in discussing declarations and other

statements made by an applicant in his application

for a policy which the insured's beneficiary after-

wards claimed were not material, stated:

"The proposition at the foundation of this
point is this, that the statements and declara-
tions made in the policy shall be true.

"This stipulation is not expressed to be
made as to important or material statements
only, or to those supposed to be material, but as
to all statements. The statements need not come
up to the degree of warranties. * * *

« • • • Whether a question is material de-
pends upon the question itself. The informa-
tion received may be immaterial. But if under
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any circumstances it can produce a reply which
will influence the action of the Company, the
question cannot be deemed immaterial."

The Jeffries case, supra, is cited and approved in

Fountain Sc Herrington v. Mutual Life Ins. Co., 55

Fed. (2d) 120, 123 (C. C. A. 4th Circuit).

In Mutual Life Ins. Co. v. Hurni Packing Co.,

260 Fed. 641 (C. C. A. 8th Circuit), the court said, at

page 645:

"A chief part of any insurance company's
business is a discrimination in selecting risks

lest the natural and average losses may be ex-

ceeded. The purpose of the inquiries made as

to prior consultations or treatments by physi-
cians is to furnish to a life insurance company
the information, either that the applicant has
had continuous prior good health or the names
of the practitioners consulted, so that the com-
pany may decide what further inquiries should
be made in view of such disclosures. That such
consultations were for what seemed to the ap-

plicant or his physician but trivial ailments is

beside the question. It is the materality to the

company's investigation and decision as to ac-

ceptance of the risk that is involved. Inquiries

as to prior attacks necessitating the attendance
of physicians may disclose information not to

be found by the medical examiner's own ef-

forts. The history of the patient may be quite
essential to supplement a physical examina-
tion."

In Perkins v. Prudential Insurance Company of

America, 69 Fed. 2nd 218 (C. C. A. 7th Circuit).
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the applicant stated in his application for reinstate-

ment of the insurance policy that he was in good

health and that since the date of issue of the orig-

inal policy he had had no illness or injury and had

not had any medical or surgical treatment at his

home or at any hospital. The application for re-

instatement was signed September 23, 1931. The

insured died on December 8, 1931. Upon investiga-

tion, following the death of the insured, the Com-

pany found that he had consulted a physician on

September 8, 1931, complaining of loss of weight,

indigestion, nervousness, unable to sleep and a

slight weakness in both lower extremities. The

court held that these facts constituted substantial

evidence that there was fraud involved in the re-

instatement of the policy. There was some evidence

that the Company's agent actually wrote the mis-

statements into the application and that the appli-

cant merely signed the application as prepared by

the agent who did not ask the questions contained

therein. The court, however, stated:

"However, the fact remains that the ques-

tions were not answered correctly, and that if

they had been, they would have revealed the

fact that the insured had been under the care of

a physician during the period while the policy

was not in force because of non-payment of
premiums. Appellant argues that insured did

not know of the seriousness of his condition.
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hence would have been guilty of no fraud even
if he had answered the questions himself. Her
theory is that the questions in the application
have reference only to serious illnesses, and in

effect means that any insured is not bound to

disclose every minor ailment which he consid-
ers would have no bearing on the risk. With
this theory we can not agree. The application
asks certain specific questions as to whether or
not the insured is in good health, whether he
has had any illness or injury since the policy
was issued, and whether he has had any medi-
cal or surgical treatment. It does not qualify
these questions with reference to the serious-

ness of conditions for which the insured may
have been under medical or surgical care. Cer-
tainly the insurer does not expect to permit its

insured to be the judge of that in all cases, and
to assume the burden of proving in any case
where a negative answer w^as given that in-

sured knew that in fact the condition for which
he had consulted a physician was a serious one.
The first question referred to here might well
be considered as calling for an answer as to

insured's own idea of his state of health, but
the second and third are in a different category.
The insurer has a right to know whether the
insured has had occasion to consult a physician
for any reason whatsoever, and to find out for
itself whether or not the risk has been impaired
since it first issued the policy. The case at bar
illustrates the necessity of that very well, for
the record shows that physicians consulted by
decedent found it necessary to reassure him as

to his condition for the very reason that it was
so serious that had he been aware of the seri-

ousness, his worry over it would have been
likely to render it even more serious. The pol-

icy provided that reinstatement after lapse was

I
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to be on condition that the insured furnish evi-

dence of insurability satisfactory to the insurer.

The insurer had a right to question any physi-

cians consulted by the insured since the policy

was issued in order to determine for itself

whether it still wished to carry the risk. Even
if the insured did not write the answers to the

questions himself, as contended by appellant,

he at least signed the application on which the

answers were written, and this application con-

tained a certification that the statements and
answers were made by him to induce the in-

surer to reinstate the policy, and that they were

all true. Bv signing this certification, the in-

sured may be said to have adopted the answers

as his own, even if he did not write them or

even know what thev were when he signed the

application. See N. Y. Life Ins. Co. v. Fletcher,

117 U. S. 519, 6 S. Ct. 837, 29 L. Ed. 934; Mutual

Life Ins. Co. vs. Hilton-Green, 241 U. S. 613, 36

S Ct. 676, 60 L. Ed. 1202; Franco et al. v. N. Y.

Life Ins. Co. (C. C. A.), 53 F. (2d) 562."

In Prudential Insurance Company v. Laewen-

stein, 76 Fed. 2nd) 479 (C. C. A. 4th Circuit), the

applicant in his declarations to the medical exam-

iner stated that he had never had a serious illness

and that during the preceding three years he had

not been attended for any complaint by any physi-

cian. The medical examination was on March 2,

1932. The evidence showed that the insured had

been treated by a physician for heart disease twice

in September, 1931, and once in February, 1932. The

trial court instructed the jury that in determining
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whether the declaration of the insured that he had

not been attended by any physician during the pre-

ceding three years was false and fraudulently made

they need not consider a consultation about a treat-

ment for any slight or temporary ailments although

later they should prove to be serious and unless

Loewenstein knew or had cause to know that he

had been treated for a serious disease within a

period of three years the answer or declaration

could not be regarded as false or fraudulent. The

appellate court reversed the trial court and in its

opinion said:

"But even if we assume that Loewenstein
did not definitely know that he had serious
heart trouble when he applied for the insur-

ance on March 2, 1932, it still remains that he
made an important misstatement of fact in his

application, which he must have known to be
untrue, when he declared that he had not been
attended by a physician for any complaint dur-
ing the last three j^ars. He had in fact been
attended by Dr. Barksdale twice in September
and once in February for heart trouble; that is

to say, within one month and six months re-

spectively of his statement. Whether or not he
was advised of the diagnosis, there can be no
doubt but that Dr. Barksdale found the disease.

No reason is suggested why the family physi-

cian should have testified untruthfully; and
moreover, the electrocardiogram admittedly
taken in September, 1931, and used both by Dr.

Barksdale and Dr. Harris, was produced at the

trial in court, It is obvious that if the company
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had received the truthful answers to which it

was entitled, the inquiry of Dr. Barksdale, that

would certainly have followed, would have
brought out the material fact that the applicant

for insurance was suffering from a heart af-

fection of a most serious character."

In New York Life Insurance Company v. Web-

ber, 60 Fed. (2d) 22 (C. C. A. 1st Circuit) the appli-

cant had suffered a heart attack and had consulted

a physician therefor three weeks before his medical

examination. His symptoms were very similar to

the complaints which Mr. Horwitz made to his

physician, being dizziness, numbness in his hands

and feet, and a blurred vision. He failed to disclose,

in his application for the insurance, said heart at-

tack and the other symptoms and his consultation

of a physician therefor. The court held that the

applicant was bound in good faith to disclose such

facts and that his failure to do so vitiated the con-

tract.

In Mutual Life Ins. Co. v. Chandler, 120 Ore. 694,

698, 252 Pac. 559, the court says:

"The representation, however, that he has
not consulted or been treated by any other
physician is one peculiarly within his knowl-
edge and the law requires in such a case the

utmost good faith and full disclosure in answer
to direct inquiries on the part of one making an
application for the policy."
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In Rigby v. Metropolitan Life Ins. Co., 240 Pa.

332, the Pennsylvania court says:

"If an insured had had medical attendance,
the company is entitled to know it and the

cause and the name of his physician in order
that inquiry may be made of him. In United
Brethren Mutual Aid Society v. O'Hare, 120 Pa.

256, one of the grounds for reversal was the

failure of the court to distinctly instruct the

jury in answer to a request for charge that

there could be no recovery if an untrue answer
had been made in relation to the time of med-
ical attendance. In Lutz v. Ins. Co., 186 Pa. 527,

a reversal was had because of error in submit-
ting to the jury the materiality of questions
and answers in relation to previous illness and
medical attendance. It was said in the opinion
that where it was doubtful whether the matter
was material, the question of materiality must
be submitted to the jury and where the matter
involved was palpably and manifestly material
to the risk, the law was not changed by the act

of 1885 and that it was the duty of the court to

pronounce it material. In Murphy v. Ins. Co.,

205 Pa. 444, it was said by our Brother Mestre-
zat upon a review of the case upon the subject,

'We have held it to be error to submit the case
to the jury when the uncontradicted evidence
shows that the insured made false statements to

questions as to when he was last attended by a
physician and for what cause, how long since
he had consulted a physician and for what dis-

ease, and as to whether he had ever been sick,

had any serious illness, had ever consulted a
physician.'

"

In the instant case the applicant was asked the

following question:
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"What physicians or practitioners, // any,

not named above have you consulted or been
examined or treated by within the past five

years?"

It should be noted that this does not in itself

exclude consultations, examinations or treatments

for trivial ailments. If it did so, there would be

some reason to argue that a representation as to

consultations, treatments or examinations with re-

spect to trivial matters was not material to the risk

and would probably leave the question of triviality

up to the applicant. The question, however, calls

for a truthful answer as to all consultations, treat-

ments and examinations. The question of whether

it was for a trivial matter is left to the Company to

determine. In other words, the company is entitled

to a full and complete disclosure of the past health

of the applicant and past consultations with and

examinations and treatments by physicians in order

that it can properly determine whether the ap-

plicant is insurable. Inasmuch as the Company

must determine for itself whether it will issue

a policy, it should not be left to the applicant to

determine whether a consultation with a physician

was for a trivial matter. The applicant, in fact,

might consider a consultation trivial when an in-

quiry from the physician would disclose a condi-



tion that would affect the insurability of the ap-

plicant.

In this case, if Horwitz had disclosed in his ap-

plication his consultations with, examinations and

treatments by Dr. Melnick, no policy would have

been issued because inquiry would have disclosed

conditions certainly affecting his insurability. It is

not proper now to say that because Horwitz decided

that the consultations, examinations and treatments

were for matters he considered trivial, he did not

need to disclose them.

(3)

The cases relied upon by appellants refer to

matters of such inconsequential nature as to bring

them under the rule de minimis lex non curat or

involve situations where on account of the manner

in which the question was asked or answered, the

court found that the applicant gave as much infor-

mation as could be fairly expected, or involve situa-

tions where a loss by death occurred and the con-

sultation was for some matter that had no bearing

whatsoever upon the death of the insured.

The case of Conn. Mutual Life Ins. Co. v. Union
Trust Co., 112 U. S. 250, 28 L. Ed. 708, cited by ap-

pellants, does not discuss the question relative to

consultations, treatments or examinations by physi-
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cians and is not helpful in determining whether the

question calls for a disclosure of all consultations,

treatments or examinations.

In Wharton v. Aetna Life Ins. Co., 48 Fed. (2d)

37 (C. C. A. 8th Circuit), the question was whether

or not a directed verdict should have been granted

by the trial court. The appellate court held that

under all the testimony with such favorable infer-

ence as might reasonably be drawn therefrom, the

facts were such that fair-minded men might reason-

ably draw different inferences and conclusions and

hence the case was for the jury; that it was for the

jury to determine whether or not the questions in

the application had been fairly and honestly an-

swered. The court states that the answer to ques-

tion 10: "Have you consulted or been examined or

treated by any physician or practitioner, not named

above, within the past five years" may have been

somewhat ambiguous but not necessarily know-

ingly false, due to applicant's answers to preceding

questions. It should be noticed .that there is a strong

dissenting opinion in the case written by Judge

Kenyon.

In New York Life Ins. Co. v. Moats, 207 Fed. 481

(C. C. A. 9th Circuit), the main question, as in the

Wharton case, was whether the case should have
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been submitted to the jury. The evidence as to

consultations with physicians was conflicting and

the court held that on account of the conflicting

evidence, the question was properly for the jury

and that there was no error in an instruction calling

the jury's attention to the fact that the failure of an

applicant to state that he had consulted a physician

about some slight or immaterial ailment would not

necessarily constitute a fraudulent statement. How-

ever, it should be noticed that the very instruction

referred to ended with this statement:

"It is the duty of an applicant to be honest,

fair, conscientious, state the facts as he under-
stands them, so that the company may deter-

mine for itself whether it will issue the policy

or not. These are proper questions of fact for

you to determine from the testimony in the

case."

In Mutual Reserve Life Ins, Co. v. Dobler, 137

Fed. 550, 556 (C. C. A. 9th Circuit), the insured an-

swered certain questions with reference to when he

last consulted a physician and for what reason by

stating, "Don't remember; years ago." The court rec-

ognized that the application should be understood

to relate to matters having a sensible, appreciable

form. Its decision, however, was based upon the

finding that the evidence wholly failed to show that

the insured ever consulted or was attended by a



85

physician for any ailment of even the most trivial

character.

In Bankers Life Co. v. Hollister, 33 Fed. (2nd)

72, the insured in applying for reinstatement of his

policy was asked among other questions if he had

been ill or injured or employed a physician or sur-

geon within five years, to which question he an-

swered "No." The court calls attention to the fact

that there was no evidence that the insured had

been ill or injured within the five-year period and

it indicates that on account of the form of the ques-

tion, the insured might infer that the employment

of physicians or surgeons related to the illness or

injury concerning which inquiry was made. The

court calls attention to the fact that the only em-

ployment of physicians during the five-year period

was calling in doctors to quiet the insured on a

few occasions when he was in an intoxicated condi-

tion, and construing the application liberally in

favor of the insured, the court considered that em-

ployment of physicians for such purpose was not

an employment within the meaning of the question

referred to above.

The case of Prudential Ins. Co. v. Winn, 71 Fed.

(2d) 126 (C. C. A. 9th Circuit), was controlled by

the statute of the State of Washington that no mis-
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representation is material or will defeat the policy

unless it is made with intent to deceive. It was held

that the question as to whether the answers were

false and whether they were made with intent to

deceive were matters of fact; and that, under the

statute, it was proper to submit to the jury the

question whether the answer in the medical exam-

iner's report to the effect that the applicant had not

been "attended" by a physician other than one dis-

closed was a deliberate attempt to deceive.

The evidence in the instant case shows that the

insured consulted and was examined and treated by

a physician on at least four occasions within a year

and 17 days prior to his application. These con-

sultations were for matters that ultimately led to

his present disability which he is now alleging to be

total and permanent. It can not be said that these

consultations or treatments were for trivial or in-

consequential matters. It was the duty of the ap-

plicant to disclose these consultations in order that

the Company might have full information when it

passed upon his insurability. Instead of making

this disclosure he made a direct representation that

he had not consulted any physician during the five

year period prior to his application. This represen-

tation was false and being material to the risk is
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deemed fraudulent, vitiating the insurance contract.

ASSIGNMENT OF ERROR VI

Appellee contends that the court did not err in

holding that the plaintiff is not precluded and

estopped from attempting to cancel the $8,000.00

policy and the amendment to the $2,000.00 policy

on the ground that false answers were made to the

questions in the medical examination and applica-

tion.

POINTS AND AUTHORITIES

(1) An applicant is bound by representations

made by him to an insurance company for the pur-

pose of inducing it to act upon the application,

particularly in cases where the policy is issued pur-

suant to the application and a copy of such applica-

tion is attached to and made a part of the policy

and the same is accepted by the insured without

notice to the company that the statements made by
him in the application are untrue.

New York Life Ins. Co. v. Fletcher, 117 TJ S
519, 29 L. Ed. 934. '

*

Franco v. New York Life Ins. Co., 53 Fed
(2d) 562, 563 (C. C. A. 5th Circuit).

Applebaum v. Empire State Life Ass. Soc, 311
Pa. 221, 166 Atl. 768.
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Koppleman v. Com. Cas. Ins. Co., 302 Pa. 106.

Phillips -Morefield v. Southern States Life
Ins. Co., 66 Fed. (2d) 29 (C. C. A. 5th Cir-

cuit).

Layton v. New York Life Ins. Co., 202 Pac.
958 (Calif.).

Taylor v. American Liability Co., 48 Fed.
(2d) 592, 593 (C. C. A. 6th Circuit).

Provident Mutual Life Ins. Co. v. Parsons, 70
Fed. (2d) 863 (C. C. A. 4th Circuit).

Perkins v. Prudential Ins. Co., 69 Fed. (2d)
218 (CCA. 7th Circuit).

Hesselberg v. Aetna Life Ins. Co., 75 Fed.
(2d) 490 (CCA. 8th Circuit).

(2) An agent or medical examiner of a com-

pany, acting under restricted authority, is never

considered an agent for the purpose of perpetrating

fraud upon the company.

Mutual Life Ins. Co. v. Hilton-Green, 241 U.
S. 613, 60 Law Ed. 1202.

Phillips -Morefield v. Southern States Life
Ins. Co., 66 Fed. (2d) 29 (C C A. 5th Cir-

cuit).

Bankers Life Co. v. Dixon, 24 Fed. (2d) 241,

243.

Zeidel v. Conn. Gen. Life Ins. Co., 44 Fed.
(2d) 843 (D. C W. D. Pennsylvania).

Taylor v. American Liability Co., 48 Fed.
(2d) 592, 593 (C C A. 6th Circuit).
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ARGUMENT
The trial court in its findings of fact found that

the applicant, Charles Horwitz, did not make truth-

ful answers to interrogatories 8-A, 8-B, 10 and 11

in the application and that he knew his answers to

be untrue; that the answers were made for the

purpose of deceiving and misleading plaintiff and

inducing the plaintiff to accept the application for

insurance and issue a policy thereon (Tr. Rec. pp.

74-75), and that at the time the Company issued

and delivered the policy and at the times it received

the premiums thereon it had no notice or knowl-

edge that the statements and answers made by

Charles Horwitz in the application were false. (Tr.

Rec. p. 76.)

It will he noticed that, in the argument of this

assignment of error, appellants take the position

that the answers as contained in the application

and medical examination were not true but that

Charles Horwitz answered the questions truthfully

and the medical examiner failed to write the an-

swers as given to him by the applicant. This argu-

ment is not consistent with the argument of appel-

lants under Assignments of Error III and V where

they take the position that the answers as contained

in the application and medical examination were

true.
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The position of appellants under this Assign-

ment of Error has no standing whatsoever if the

findings of the trial court are correct: that the

answers were not true and the Company had no

notice or knowledge that they were untrue.

It is the appellee's contention that the evidence

in the case supports these findings of the trial

court. Assuming, however, for the sake of argu-

ment, that the applicant made answers to the medi-

cal examiner which were not correctly written

down by him, nevertheless the applicant is bound

by the answers as recorded by the medical exami-

ner where the policy is issued pursuant to the ap-

plication and medical examination and a copy

thereof is attached to and made a part of the policy

and the same is accepted by the insured without

notice to the Company that the statements pur-

ported to be made by him in the application are

untrue.

The testimony of the Company's medical exam-

iner, Dr. J. C. Roberts (Tr. Rec. pp. 147-148), is to

the effect that the questions in the medical exami-

nation were propounded to the applicant as they

appear in the printed application (Plaintiff's Ex-

hibit 2, Tr. Rec. p. 228); that the applicant made

the answers which were written in the application
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and that the same were written down as made and

not otherwise; that he invariably wrote down all

information given concerning consultations with

physicians even for minor matters and that even

if the applicant did not remember the name of

the doctor, he would make a notation to that effect;

that no information whatever was given to the

medical examiner concerning consultations with

or treatments by Dr. Melnick for colds or for any-

thing else; that no information was given to him
by Mr. Horwitz concerning ailments or diseases.

(Tr. Rec. p. 149.)

The only evidence contrary to the testimony

of the medical examiner is the testimony of Mr.

Horwitz himself to the effect that he told the

medical examiner that he had consulted his family

doctor for colds. In this connection it should be
remembered that Mr. Horwitz testified in person
at the trial and the court had the opportunity to

observe his demeanor and manner of testifying,

and after hearing the personal testimony of Mr.
Horwitz, the trial court found as a fact that Mr.
Horwitz did not make truthful answers to the

questions propounded to him by the medical ex-

aminer. Furthermore, appellants do not claim that
Mr. Horwitz told the medical examiner that he had
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consulted Dr. Melnick for anything but a cold,

while the uncontroverted testimony shows that he

consulted Dr. Melnick for dyspnea or shortness

of breath, weak and tender ankles, red throat and

for heart examinations.

The medical examiner testified that the appli-

cant was given the opportunity to read that part

of the application containing the answers to the

medical examiner (Tr. Rec. p. 148) and this is not

denied by the appellants. The applicant signed

the application and above his signature he agreed

that the answers were complete and true and that

the Company should rely thereon.

A copy of this application was attached to and

made a part of the $8,000.00 policy and a like copy

was also attached to and made a part of the amend-

ment providing for disability benefits attached to

the $2,000.00 policy. At the place where the copy

of said Part 2 of the application was attached to

each policy there was a printed note, as follows:

Note

"This copy should be carefully examined
and if any error or omission is found, full

particulars, with the number of the policy,

should be sent immediately to the Home Of-
fice of the Company, No. 51 Madison Avenue,
Madison Square, New York, N. Y."
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(Plaintiffs Exhibit 2-A, Tr. Rec. pp. 219-221; Plain-

tiff's Exhibit 3-A, Tr. Rec. pp. 222-224.)

In Part 1 of the application, copy of which was

attached to the $8,000.00 policy, was the following

agreement:

"3. That only the President, a Vice-Presi-

dent, a Second Vice-President, a Third Vice-

President, a Secretary or the Treasurer of the

Company can make, modify or discharge con-

tracts or waive any of the Company's rights

or requirements; that notice to or knowledge
of the soliciting agent or the Medical Examiner
is not notice to or knowledge of the Company,
and that neither one of them is authorized to

accept risks or to pass upon insurability."

Each policy provided:

"The Policy and the application therefor,

copy of which is attached hereto, constitute

, the entire contract, * * * No agent is auth-

orized to make or modify this contract or to

extend the time for the payment of premium,
or to waive any lapse or forfeiture of any of
the Company's rights or requirements." (Plain-

tiff's Exhibits 2A and 3A.)

The amendment providing for disability bene-

fits attached to the $2,000.00 policy provided: "This

agreement shall be subject to the general terms and

conditions of said policy * * *" (Tr. Rec. p. 17.)

The $8,000.00 policy was delivered to the appli-

cant on or about January 14, 1931. The $2,000.00

policy with the disability amendment attached,
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was delivered in February, 1931. The said policies

were in insured's possession from the time of such

delivery up to the time of the trial, when they were

introduced in evidence. At no time during the

period did Mr. Horwitz notify the Company or any

of its officers or agents that the statements and

representations made by him in the application

and medical examination or any of them were un-

true. He accepted both of the insurance contracts,

which included as part thereof the statements and

answers in the medical examination, and in the

present case he is relying upon said contracts in

their entirety. By adopting and approving the

contracts he has adopted and approved the state-

ments made by him in the application therefor

which are essential parts of said contracts. He is

therefore in no position to claim that the repre-

sentations in said application are not his own.

The authorities, including the United States

Supreme Court, have on a number of occasions

announced the law with reference to a situation of

this kind.

In New York Life Insurance Co. v. Fletcher, 117

U. S. 519, 29 Law Ed. 934, 937-8, the Court states,

"It is conceded that the statements and rep-

resentations contained in the answers, as writ-

(
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ten, of the assured to the questions propound-

ed to him in his application, respecting his

past and present health, were material to the

risk to be assumed by the Company, and that

the insurance was made upon the faith of them
and upon his agreement accompanying them,

that if they were false in any respect, the policy

to be issued upon them should be void. It is

sought to meet and overcome the force of this

conceded fact by proof that he never made
the statements and representations to which
his name is signed; that he truthfully answered
those questions; that false answers written by
an agent of the Company were inserted in place

of those actually given, and were forwarded

with the application to the home office; and

it is contended that such proof being made,

the plaintiff is not estopped from recovering.

But on the assumption that the fact as to the

answers was as stated, and that no further

obligation rested upon the assured in connec-

tion with the policy, it is not easy to perceive

how the Company can be precluded from
setting up their falsity, or how any rights upon
the policy ever accrued to him. It is, of course,

not necessary to argue that the agent had no

authority from the Company to falsify the

answers, or that the assured could acquire no

right by virtue of his falsified answers. Both

he and the Company were deceived by the

fraudulent contract of the agent. The assured

was placed in the position of making false

representations in order to secure a valuable

contract, which, upon a truthful report of his

condition, could not have been obtamed. By
them the Company was imposed upon and

induced to enter into the contract. In such a

case, assuming that both parties acted in good

faith, justice would require that the contract
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be canceled and the premiums returned. As
the present action is not for such a cancella-
tion, the only recovery which the plaintiff
could properly have upon the facts he asserts,

taken in connection with the limitation upon
the powers of the agent, is for tFie amount of
the premiums paid, and to that only would
he be entitled by virtue of the statute of Mis-
souri.

"But the case as presented by the record is

by no means as favorable to him as we have
assumed. It was his duty to read the applica-
tion he signed. He knew that upon it the policy
would be issued, if issued at all. It would
introduce great uncertainty in all business
transactions, if a party making written pro-
posals for a contract, with representations to

induce its execution, should ITe allowed to

show, after it had been obtained, that he did
not know the contents of his proposals, and
to enforce it, notwithstanding their falsity as
to matters essential to its obligation and valid-

ity. Contracts could not be made or business
fairly conducted, if such a rule should prevail;

and there is no reason why it should be applied
merely to contracts of insurance. There is

nothing in their nature which distinguishes
them in this particular from others. But here
the right is asserted to prove not only that the
assured did not make the statements contained
in his answers, but that he never read the ap-
plication, and to recover upon a contract ob-
tained bv representations admitted to be false,

just as though they were true. If he had read
even the printed lines of his application, he
would have seen that it stipulated that the
ri£fhts of the Company could in no respect be
affected by his verbal statements or by those
of its agents, unless the same were reduced to
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writing and forwarded with his application to

the home office. The Company, like any other
principal, could limit the authority of its

agents, and thus bind all parties dealing with
them with knowledge of the limitation. It

must be presumed that he read the application,

and was cognizant of the limitations therein
expressed."

The foregoing decision was approved and fol-

lowed by the Supreme Court of Pennsylvania in

the case of Applebaum u. Empire State Life Ass.

Soc, 311 Pa. 221. In that case the applicant made

the usual written declarations in his application

as to the truth of his statements concerning prior

ailments. At the trial the beneficiary made claim

that the applicant had truthfully answered the

questions but that the medical examiner did not

correctly record the answers but inserted false

information instead, and also that the soliciting

agent had knowledge of the applicant's condition

of health. The court stated that the general rule

is that one who signs an application for insurance

without reading it, when he might have done so,

will be held to have read it and cites several Penn-

sylvania cases and also the Fletcher case, supra,

and also a leading English case in support of this

rule. The court then quotes at length from the

Fletcher case and follows that decision.
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In Franco v. New York Life Ins. Co., 53 Federal

2nd, 562, 564, the Circuit Court of Appeals, Fifth

Circuit, opinion by Justice Walker, follows the

Fletcher case and states:

"The false answers, the matters thereby
misrepresented obviously being such as would
prejudicially affect the risk to be incurred by
the policies applied for, became parts of the
contracts entered into. The insured could not
hold the policies delivered to him without be-
coming chargeable with knowledge of their

contents, including the applications, which
were attached to the policies, and expressly
made parts of the contracts. His retention of
the policies was an approval of the applica-
tions, and the falsity of the answers to the
above set out questions made the contracts
voidable at the insurer's option."

In Taylor v. American Liability Co., 48 Federal

2nd, 592, 593 (C. C. A. 6th Circuit), the defense w^as

that the soliciting agent of the company inserted

false answers in the application and that the in-

sured did not read the policy nor know of the rep-

resentations. The court said:

"This defense cannot prevail. The case is,

we think, controlled by our decisions in Co-
lumbia Nat. Life Ins. Co. v. Harrison (C. C. A.),

12 F. (2d) 986, and Maryland Casualty Co. v.

Eddy (C. C. A.), 239 F. 477. The policy-holder
is held strictly to knowledge of the contents of
his policy (citing numerous authorities) * * *

and retention of it constitutes an adoption of
the application and of the representations
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upon which such policy was issued. Nor is

knowledge of the soliciting agent of the falsity

of the answers to be imputed to the principal.

By so falsifying the application or schedule of

warranties, if such was the fact, the agent

would make himself a party to a fraud upon
the company, and his knowledge is not then

to be imputed to the principal, although under
the statutes of some states, not applicable here,

the defense may not be available to the insurer.
* * * (Citing cases.)"

In Provident Mutual Life Ins. Co, v. Parsons, 70

Fed. (2d) 863 (C. C. A. 4th Circuit), the court stated

the question presented by the case as follows:

"When the insured gives complete verbal

information to the company's agent but the

latter omits a material part thereof in filling

out the application, is the insured nevertheless

bound by the answers actually contained in

the application, where it is signed by him with-

out reading it and where, by the express provi-

sions of the application and the policy, the two
'constitute the entire contract between the par-

ties and the insured is notifieci of the limited

powers of the agent, and specifically that the

latter cannot bind the company by accepting

'any representation or information not con-

tained in the application for this Policy'; and
when a copy of the application is attached to

the policy, which is accepted and retained by
the insured without reading it."

The lower court had held that the company was

bound by the oral information clearly given the

agent, despite the policy provisions to the contrary.

The Circuit Court of Appeals, after reviewing the
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authorities, apparently in accord with the trial

court's decision, held that the law is definitely

established contrary to the view adopted by the

trial court. It then says:

"The essence of the matter is that the in-

sured accepted a written contract containing
plainly expressed provisions which, when ap-

plied to the admitted factual situation, nega-
tived the existence of liability on the part of
the insurer; and under familiar rules of con-
tract law, liability can be fastened on the in-

surer in defiance of the terms of the contract
only on the theory of an estoppel against the

company based on actual or constructive no-
tice to it through its agent. But this avenue of
escape is closed to the insured by the very
terms of the contract, which notify him that

the company will not be bound by oral infor-

mation given to the agent but not contained
in the written application. This stipulation is

as much a part of the contract as any other
term or provision therein, and by accepting
the policy the insured must be held in law to

have assented thereto even though in fact he
did not read the policy. It must be borne in

mind that we are dealing here with a situation

where a copy of the application signed by the

insured is physically attached to the policy

which he accepts and the two are bound to-

gether inseparably as one entire contract, by
which the insured is told that nothing outside
of the wTitten contract itself is to be considered
binding on the company, whether communi-
cated by the insured to the agent or not."

Appellants have stated that there is a great deal

of confusion and conflict not only among the
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state decisions and between the state and federal

decisions but also in the many decisions of the U. S.

Supreme Court as well and that most of the con-

fusion has been caused by one case, New York Life

Ins. Co. V. Fletcher, supra. The difficulty arises

not because there is confusion, but because appel-

lants will not face squarely the doctrine laid down

by the Supreme Court in the Fletcher case and

followed by a long line of decisions subsequent

thereto.

Appellants state an alleged general rule that,

if the applicant answers truthfully, and is not

acting in collusion with the agent, the incorrect

answers inserted by the agent can not be used as

a basis to vitiate the policy. (Appellants' Brief p.

42.) A number of cases are cited in support of

this proposition. An examination of these cases

shows that there is not a statement or ruling in

any of them that is contrary to the holding in the

Fletcher case. All of the cases can be distinguished.

Some of them deal with situations where the in-

surance company was acting through an agent with

general authority or apparent general authority

(with no limitation of authority stipulated in the

application or otherwise known by the applicant),

as in:
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Union Mutual Life Ins. Co. v. Wilkinson, 13
Wall 222; 20 L. Ed. 617.

American Life Ins. Co. v. Mahone, 21 Wall
152; 22 L. Ed. 593.

N. J. Mutual Life Ins. Co. v. Baker, 94 U. S.

610; 24 L. Ed. 268.

Eames v. Home Ins. Co., 94 U. S. 621; 24 L.

Ed. 298.

Others deal with situations where the company

was acting through an agent whose authority was

fixed by statutory requirements, as in:

Continental Life Ins. Co. v. Chamberlain, 132
U. S. 304; 33 L. Ed. 341. (Iowa statute

controlling.

)

Stipcich V. Metropolitan Life Ins. Co., 211
U. S. 311; 72 L. Ed. 895. (Oregon statute

controlling.)

New York Life Ins. Co. v. Russell, 11 Fed. 94
(C. C. A. 8th Circuit). (Nebrbaska statute

controlling.)

Bankers Savings Life Ins. Co. v. Butler, 38
Fed. (2d) 972 (C. C. A. 8th Circuit). (Mis-
souri statute controlling.)
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Some of the cases deal with situations where

the agent of the company was acting under appar-

ent general authority, which authority was not

questioned in the decision, as in:

Simmons v. Washington Fidelity Nat. Ins.

Co., 136 Ore. 400; 299 Pac. 294; 140 Ore.

164; 13 Pac. (2d) 366.

Williams v. Pacific States Fire Ins. Co., 120

Ore. 1, 251 Pac. 258.

Lindstrom v. National Life Ins. Co., 84 Ore.

588; 165 Pac. 675.

Not a single case cited by appellants as being

contrary to the rule in the Fletcher case involves

a situation where the medical examiner or solicit-

ing agent was acting under authority limited and

restricted by agreement of the parties as in the

Fletcher case and as in the instant case.

Appellants argue that a number of states have

passed statutes making the solicitors or examiners

the agent of the insured in filling out the applica-

tion and that such a statute would, of course, do

away with the first ground of the Fletcher case

concerning the limits of the agent's authority. It

should be pointed out that there is no statutory

provision affecting this case which makes the med-

ical examiner the agent of the company in filling

out the answers in the application. Appellants then
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state (Appellants' Brief p. 50) that the Fletcher

case must be limited to those cases where the limi-

tation of the agent's authority is made known to

the insured and where there is no statement [stat-

ute] to the contrary. Inasmuch as there is no

statute controlling this phase of the case, it leaves

only the question
—"Was the limitation of the med-

ical examiner's authority made known to the in-

sured?"

If the doctrine of the Fletcher case is to be fol-

lowed, then it certainly was made known to the

insured because the limitation was contained in

the application itself, which was signed by the

applicant and expressly made a part of the policj^

and the insured is bound by its contents, and also

because the insured retained the policy with the

copy of the application attached and adopted the

same as the contract between himself and plaintiff.

Appellants, assuming that New York Life Ins.

Co. V. Fletcher is still law, challenge the sufficiency

of the language in the application to give the appli-

cant notice of the limits of the agent's authority.

The provision set out by appellants speaks for

itself—it says:

"That notice to or knowledge of the solicit-

ing agent or the medical examiner, is not no-
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tice to or knowledge of the company, and that
neither one of them is authorized to accept risk
or to pass upon insurability." (Tr. Rec. p.

227.)

Appellants then state, "Where in that clause

is there any notice that the agent does not have

authority to write down the answers?"

It is submitted that the question is entirely be-

side the point, as the question concerned is whether

the agent or the medical examiner had authority

to receive any notice or knowledge and pass upon

insurability.

In considering the question as to authority of

the medical examiner or soliciting agent, the Court

should keep in mind the well-established rule that

an agent or medical examiner of a company, acting

under restricted authority, is never considered an

agent for the purpose of perpetrating fraud upon
the company. Appellee has cited cases which an

nounce and apply the rule under the second sub-

division of Points and Authorities, supra. The
controlling case is Mutual Life Insurance Co. v.

Hilton-Green, 241 U. S. 613, 60 L. Ed. 1202, 1211, in

which the U. S. Supreme Court states:

"The assured at the least consciously per-
mitted an application containing material mis-
representations to be presented bv subordinate
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agents to officers of the insurance company
under circumstances which he knew negatived
any probability that the actual facts would be
revealed; and later he accepted policies whicli
he must have understood were issued in reli-

ance upon statements both false and material.
He could claim nothing because of such in-

formation in the keeping of unfaithful sub-
ordinates. * * *"

The Circuit Court of Appeals for the 5th Circuit,

following the Hilton-Green case, stated the rule as

follows:

"With regard to the contention that the

general agent and examining physician had
actual knowledge of the extent to which the

insured used intoxicating liquor, it is suffi-

cient to say that they were not the agents of
the insurance company for the purpose of per-

petrating fraud upon it. Mutual Life Ins. Co.

V. Hilton-Green, 241 U. S. 613, 36 S. Ct. 676, 60

L. Ed. 1202, and the insured is bound by his

representations, that his answers were truth-

ful, notwithstanding any knowledge the agent
and physician might have had aliunde the ap-

plication." Phillips-Morefield v. Southern States

Life Ins. Co., 66 Fed. (2nd) 29.

The appellants further contend that the doctrine

of the Fletcher case does not apply because the

photostatic copy of the application was so small

as to be practically illegible, citing New York Life

Ins. Co. V. Halpern, 57 Fed. (2d) 200. Appellees

do not agree that this is a correct statement of the

law, neither is it agreed that the photostatic copy
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of the application is in anywise illegible. An

examination of the original documents before the

Court will show that appellants' contention is not

sound. :

J

Issue is also taken with the statement of the

appellants that Horwitz testified that he could not

read the application even with his glasses on. Mr.

Horwitz testified (Tr. Rec. p. 171) that when he

got the $8,000.00 policy in Philadelphia he "just

put it away." He did not read it. He then testified

that "well—when the New York Life Ins. Co. hand-

ed me the complaint, my son tried to read the com-

plaint, that is all I know about it because I tried

to read it but I couldn't, I tried to read it but it

was impossible for me even with my glasses on."

(Tr. Rec. p. 172.) He then stated that after the

action was brought he tried to read the photostatic

copy but could not do so with his glasses on; that

he began to wear glasses about two years prior to

the trial and that he did not wear glasses when he

took out the policy. (Tr. Rec. p. 172.) There is

no testimony in the case whatsoever that Mr. Hor-

witz attempted to read the photostatic copy prior

to the time the suit was commenced by the Com-

pany and the testimony is that between the time

he took out insurance and the trial of the case, he
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commenced to wear glasses, which would indicate

an impairment of his eyesight during that time.

Under these circumstances, appellants are not in a

position to urge that at the time he received the

policy he could not read the photostatic copy.

It should be kept in mind that Mr. Horwitz was

a business man of experience. He had conducted

a business of his own, either as a partner or as sole

proprietor, for a great many years. He testified

that he personally performed all the work in con-

nection with his second-hand business in Philadel-

phia, including the keeping of records and examin-

ing of certificates of title for automobiles. He had

no trouble in identifying Plaintiff's Exhibits 2, 9

and 6, which were handed to him for identification

on the witness stand (Tr. Rec. pp. 176-178). Under

these circumstances he is bound by the declarations

and answers set out over his own signature in the

application and he can now gain nothing by claim-

ing that he did not read the contracts or know what

they contained.

The evidence in the instant case is in accord-

ance with the findings of the trial court that the

appellant, Charles Horwitz, did not make truthful

answers to the interrogatories contained in his

medical examination and that the Company had
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no knowledge that the interrogatories were not

answered truthfully. Appellants cannot escape the

effect of these misrepresentations by claiming that

the applicant told the medical examiner that he had

consulted a physician for a cold. It should be noted

again that the appellants do not claim that a full

disclosure was made. The evidence and the trial

court's findings are to the effect that no disclosures

of any kind were made. Furthermore, the appli-

cant is bound by the representations contained in

the application. He signed the application and

therein represented that the answers were full,

complete and true and he asked the Company to

rely upon such answers. A copy of the application

containing his answers to the medical examiner

was attached to the policies, together with a memo-

randum asking him to call the Company's atten-

tion to any errors, misstatements or omissions. He

retained the policy with a copy of the application

attached without calling the Company's attention

to the misrepresentations. It would certainly be

inequitable to allow the insured to recover the same

as though the application contained truthful an-

swers, when unquestionably no policy would have

been issued if true answers had been written in the

application.
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ASSIGNMENT OF ERROR VII.

Appellee contends that the court did not err in

holding that defendant Charles Horwitz was not

entitled to recover on the counterclaim for dis-

ability benefits under the two policies involved in

this suit.

POINTS AND AUTHORITIES

(1) An insured is not entitled to recover on an

alleged policy contract which is void by reason of

fraud.

Mutual Life Ins. Co. v. Hilton-Green, 241 U.
S. 613; 60 L. Ed. 1202.

(2) If a life insurance contract provides that

it shall be incontestable after the expiration of a

designated period, except as to provisions relating

to disability benefits, the insurance company may

contest its liability for such benefits at any time

and may base such contest upon fraud in the in-

ducement of the contract.

New York Life Ins. Co. v. Davis (D. C. W. D.

Pa.),5Fed. Sup. 316.

Kaffanges v. New York Life Ins. Co. (C. C.

A. 1st Circuit), 59 Fed. (2d) 475.

Mutual Life Ins. Co. of N. Y. v. Stroehmann
(D. C. W. D. Pa.), 6 Fed. Sup. 953.

Paulson V. Montana Life Ins. Co. (Wash.),
43 Pac. (2d) 971.

t.
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(3) Assuming the policy valid, the insured can-

not recover unless he can show that the loss which

he seeks to recover is within the terms of the

policy.

McKinney u. General Accident, Fire & Life
Assurance Co., 211 Fed. 951, 952 (C. C. A.

8th Circuit).

Cooley's Briefs on Insurance, 2nd Edition,

Vol. 6, p. 5612.

33 Corpus Juris, p. 87, Sec. 801.

ARGUMENT

The appellants argue in their seventh assign-

ment of error that the insured was entitled to

disability benefits under each policy and that the

counterclaim should have been allowed.

The appellee in answer to this argument, sub-

mits three propositions:

(1)

The $8,000.00 policy and the amendment pro-

viding for disability benefits to the $2,000.00 policy

were void for fraud in the inducement thereof, and

therefore the insured is not entitled to recover any-

thing. The trial court, after hearing the testimony

and after hearing and observing on the witness

stand both the insured and his wife, held that

fraudulent representations were made in connec-
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tion with the application and medical examination

and that the same vitiated the contracts in question.

This is a complete defense to the alleged counter-

claim of the insured.

(2)

In the argument on the first assignment of

error the appellee stands squarely upon the propo-

sition that this suit, to contest for fraud the validity

of the $8,000.00 policy, has been commenced within

the two-year contestable period. The appellee sin-

cerely believes that its position in this regard is

correct and that the Court will sustain this position;

therefore the appellee will not argue at length, but

will call the Court's attention to, the proposition

that even though it should be held that the $8,000.00

policy as an entirety cannot now be contested for

fraud on account of its incontestability clause, nev-

ertheless the disability benefit provisions in said

policy are subject to contest for fraud as well as

for other reasons and that the general incontesta-

bility clause does not preclude such contest.

The incontestability clause in the $8,000.00 pol-

icy reads:

"This policy shall be incontestable after
two years from its date of issue, except for
non-payment of premiums and except as to

provisions and conditions relating to disability

and double indemnity benefits." (Tr. Rec. p.

9.)
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The policy specified a separate premium for the

disability benefit provisions in the policy. (Tr.

Rec. p. 219.)

Several recently reported cases have involved

the contest by the insurer of the disability benefit

provisions in policies similar to the contracts in

this case. Situations have arisen where the insurer,

on account of the expiration of the contestable peri-

od, has not been in a position to cancel the entire

contract but has been allowed to cancel or contest

for fraud the disability benefit provisions in the

policy because of the fact that the incontestability

clause permitted such contest. These cases are

cited under Point 2 above.

The opinions in said cases indicate that the

courts have not hesitated to allow an insurance

company to contest its liability under the disability

benefit provisions of a policy where the incontesta-

bility clause excepts the provisions relating to dis-

ability benefits and where the policy provides for

separate premium for the disability benefit pro-

visions. A discussion of all of the cases is deemed

unnecessary. However, Paulson v. Montana Life

Insurance Company, 43 Pac. (2d) 971, is worthy of

comment. In that case the insured commenced an

action against the company for disability benefit
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payments. The company defended on the ground

of false representations on the part of the insured

in his original application for the policy. The

contest by the company was made long after the

contestable period had expired. However, the in-

contestability clause excepted the disability benefit

provisions just as the policy in the Horwitz case

does. The court found that the company's defense

on the ground of fraud was well founded and that

it was not barred by the incontestability clause.

In the instant case the Company undoubtedly

has the right, without reference to the general in-

contestability clause in the $8,000.00 policy, to con-

test the counterclaim of the insured for alleged

disability benefit payments under said policy and

to base such contest upon fraud in the inducement

of the contract. Furthermore, it is conceded that

the contest relative to the amendment to the

$2,000.00 policy was commenced within two years

from the date of the issue of said amendment;

therefore, the Company has the right to contest the

counterclaim of the insured for alleged disability

benefit payments under said amendment.

(3)

Assuming, for the sake of arguing Assignment

of Error VII, that the insurance contracts in this
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case are valid (this is not conceded by appellee),

the appellee contends that the insured is not en-

titled to recover disability benefits because his

alleged loss is not covered by the disability pro-

visions of the $8,000.00 policy or the disability pro-

visions of the amendment to the $2,000.00 policy.

The rule runs through all insurance law that an

insured, in order to recover, must show that his

alleged loss is covered by the terms of the insurance

contract; otherwise such loss has not been insured

against—there is in fact no insurance covering the

particular situation. The authorities cited under

Point 3 above support this proposition. Judge Sand-

born's opinion in McKinney v. General Accident,

Fire and Life Assur. Co., 211 Fed. 951, 952, illustrates

and applies it. Further comment on the rule itself

is deemed unnecessary. The next question is as to

the application of this rule in the instant case.

The liability of plaintiff for disability benefits

is defined in each policy contract. In the $8,000.00

policy it is stipulated that the Company upon re-

ceipt of proof of total disability as defined by the

policy shall grant certain disability benefits:

"Provided that * * * (3) such total dis-

ability did not arise from bodily injury or dis-

ease occurring before the insurance under this

policy took effect, and known to the insured.
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but not disclosed in the application for the in-

surance under this policy." (Tr. Rec. p. 8.)

The provision in the $2,000.00 policy is similar:

"Provided that * * * (3) such total dis-

ability did not arise from bodily injury or dis-

ease occurring before this Agreement took ef-

fect and known to the insured but not disclosed

in the application for the benefits under this

Agreement." (Tr. Rec. p. 16.)

In order to recover under either insurance con-

tract the insured must submit proof of total dis-

ability as defined by the policy and he must show

that such total disability did not arise from bodily

injury or disease occurring before the contract took

effect and known to the insured but not disclosed

in the application for the contract.

Instead of making such showing, the insured

submitted a claim, including Attending Physician's

Report (Tr. Rec. p. 235), in which he affirmatively

showed that the disability arose from disease com-

mencing in December, 1929, which date was long

prior to the time when the insurance took effect.

Dr. Melnick, in his Attending Physician's Report

dated November 12, 1932 (Tr. Rec. p. 235), answered

questions 4 and 5 as follows:

"4. Date of first consultation in present
disability? Dec. 13, 1929.
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"5. History given you at that time? Dysp-
nea, cough, palpitation, precordial pain.

(a) Date of onset of present disability?
About 1 week prior to 1st consultation.

(b) Predisposing cause, if any, of present
disability? Arterio sclerosis.

(c) Names and addresses of any physi-
cians previously consulted by insured. None."

Appellants contend that the statements in the

attending physician's report may be explained

away or contradicted by evidence submitted at the

trial, and that this has been done. It is appellee's

contention that an analysis of the testimony of Dr.

Melnick, who made the attending physician's re-

port, shows that the statements of the doctor con-

tained in said report have not been explained away

or contradicted as to the essential facts of the

commencement and continuance of the disability.

Appellants in their argument under this assign-

ment of error, as they have in other parts of the

brief, have emphasized that Dr. Melnick was plain-

tiff's witness. Appellee again points out that while

he was plaintiff's witness, he was also the Horwitz

family physician and it was necessary for plaintiff

to call him as a witness in order to prove by the

best evidence that Horwitz had consulted him with-

in the five-year period prior to his application.
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In the attending physician's report (Plaintiff's

Exhibit 7, Tr. Rec. p. 235), Dr. Melnick stated that

the date of the first consultation in the present dis-

ability was December 13, 1929; that the history

given at that time was dyspnea, cough, palpitations,

precordial pain, and that the date of onset of the

present disability was about one week prior to the

first consultation. He also stated that he treated

Mr. Horwitz in January, 1928, for a cause prior to

the present disability, clearly distinguishing be-

tween consultations for the present disability and

prior consultations. In his deposition Dr. Melnick

testified (Tr. Rec. p. 154) that he treated Mr. Hor-

witz on January 7, 1928, and again on December

13, 1929, and that at that time he had dyspnea or

shortness of breath. He treated him again on De-

cember 21, 1929, when his cough was easier. This

testimony coincides with his attending physician's

report. On February 7, 1930, some six weeks

later, Mr. Horwitz had symptoms of cold and a

red throat and cough and the doctor says that his

heart was good. Apparently it was advisable to

examine his heart and it should be noticed that

from that time on, the doctor apparently made an

examination of his heart on each visit or consulta-

tion. There must have been some reason for this
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examination. The possible explanation is precor-

dial pain referred to in question 5 of the attend-

ing physician's report (Plaintiff's Exhibit 7, Tr.

Rec. p. 235). The next consultation was on No-

vember 13, 1930, after the bathtub incident, about

six weeks prior to the application for insurance.

The doctor says that at that time he had pains in

his ankles and an examination revealed tender

ankles.

On cross-examination (Tr. Rec. p. 156), the doc-

tor, in response to questions of defendant's counsel,

attempted to explain his answer to question 5 of

the attending physician's report relative to the his-

tory given at the time of the first consultation in

the present disability and said that his answer

included everything that he found between Decem-

ber 13, 1929, and July 17, 1931. It should be noted

that this statement does not say that Mr. Horwitz

did not make all of the complaints on December

13, 1929, or that Horwitz did not give him that

history on December 13, 1929. This testimony

taken in connection with his direct testimony,

would indicate that the attending physician's re-

port is correct as it is and it certainly does not

explain away those statements nor does it contra-

dict them.
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The next question in the attending physician's

report—5-B—is with reference to the predisposing

cause, if any, of the present disability. The doctor

answers "Arterio sclerosis." On cross-examination

he was asked when he first reached that conclu-

sion (Tr. Rec. p. 156). He stated, "about July,

1931." This answer does not contradict his answer

to question 5-B. It merely explains that he did not

reach the conclusion that it was arterio sclerosis

until July, 1931. It does not change his answer to

the question that the predisposing cause of the

present disability was arterio sclerosis, neither does

it say that Mr. Horwitz did not have arterio scler-

osis prior to July, 1931. It would be in keeping

with the doctor's answer to say that Mr. Horwitz

had arterio sclerosis in the winter of 1929-30 when

he consulted him for dyspnea or shortness of

breath but that the doctor did not arrive at the

conclusion of arterio sclerosis until Jul}^ 1931.

The next explanation is with reference to ques-

tion 7 of the attending physician's report (Tr. Rec.

p. 156). However, the doctor does not testify that

question 7 was not correctly answered by him. In

fact, his testimony shows that his answer to said

question relating as it did to present condition

rather than to past incidents was correct.
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The testimony of the other doctors taken by

deposition in Philadelphia corroborates the state-

ments and history given by Dr. Melnick in the

attending physician's report. The testimony of Dr.

Brill and Dr. Sears covered their observations and

conclusions—made by Dr. Sears on or after Octo-

ber 18, 1932, and by Dr. Brill after the present suit

was commenced. These doctors did not attempt

to say that the disease did not start at the time given

by Dr. Melnick, that is, December 13, 1929. They

state that the course of the disease was progressive-

ly worse, but that it was not possible to say how

fast such disease would develop in a particular

patient. (Tr. Rec. pp. 194, 195, 204, 205.)

It is appellee's contention that taking the medi-

cal testimony as a whole, the following facts stand

uncontradicted: that the first consultation in the

present disability was December 13, 1929, and that

the history given at that time was dyspnea, cough,

palpitations and precordial pain; that the onset of

such disability was about one week prior to the

first consultation and that from that time on the

disease from which Mr. Horwitz was then suffering

has continued. It is not necessary that plaintiff

show that the insured knew^ the name of the dis-

ease; it is sufficient to show^ that he knew that he
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was suffering an impairment of health. The evi-

dence clearly shows that he knew this and it further

shows that the present disability arose from a dis-

ease occurring before the disability insurance

under either policy took effect.

It is therefore apparent that in this case the

Company has made a complete defense to the coun-

terclaim of Charles Horwitz in that (1) the $8,000.00

policy and the amendment to the $2,000.00 policy

are void on account of fraud; (2) that such fraud

may be asserted as a defense to the disability bene-

fit provisions in the policy without reference to

the general incontestability clause; and (3) fur-

thermore, the insured has not brought himself

within the terms of the disability benefit provisions

because his alleged disability commenced prior to

the time when the insurance took effect and was

known to the insured but not disclosed in his appli-

cation for the insurance.

CONCLUSION

Appellants' Assignments of Error with respect

to the technical defense that the suit was not com-

menced within the contestable period on the

$8,000.00 policy, are not well taken. The policy

was issued, in fact, on January 7, 1931, and that is
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the date stated in the policy as its date. To give

the words in the policy any other meaning would

be giving them a strained, unnatural meaning. The

suit was commenced on January 6, 1933, within

the two-year contestable period. Appellants have

conceded that the suit on the $2,000,000 policy was

commenced within the contestable period.

Appellants' Assignment of Error with respect to

the merits of the case, are not well taken. The

evidence supports the findings of the trial court in

every particular. The insured, Charles Horwitz,

made material false representations in his applica-

tion for insurance. His representation that no phy-

sician had been consulted was material and, being

false, constituted legal fraud vitiating the con-

tract. This representation alone would entitle the

Company to a decree cancelling the $8,000.00 policy

and the amendment to the $2,000.00 policy.

However, in addition to the representation with

respect to the consultation with physicians, the

insured made material false representations con-

cerning ailments and diseases from which he had

been suffering for more than a year prior to his

medical examination. He had good reason to know
that he was not in good health at the time of his

examination and for some time prior thereto. He
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knew that his representations were false. Honesty

and fair dealing required him to make a full dis-

closure to the Company. The insurance contracts

are subject to cancellation for fraud because of

his failure to make such a disclosure.

The appellants cannot recover upon contracts,

on the theory that they are valid, and at the same

time repudiate essential parts thereof. The answers

to the medical examiner, which were a part of the

application, constitute a material part of the con-

tract, being made so by the contract itself. The

appellants' case must stand upon the answers as

they appear in the application, a copy of which is

attached to the policy. It will thus be seen that

they are in no position to assert a so-called estoppel.

It is submitted that the law and evidence of the

case sustain the findings of the trial court and that

the decree of the trial court should be affirmed.

Respectfully submitted,

Huntington, Wilson & Davis,

W. M. Huntington,
Roland Davis,

Attorneys and Solicitors for Appellee.
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The court, in subdivision (a) of its Opinion, held

that the amendment to the $2000.00 pohcy providing

disabiUty benefits was incontestable because of the

wording of the incontestability clause as set out in

said amendment.

The clause reads:

"This agreement shall be subject to the general

terms and conditions of said policy and shall be in-

contestable after two years from its date of issue, etc."

The court held that the word ''its" preceding the

term "date of issue" referred to the "policy" rather

than to "this agreement" and construed the clause to

mean that the agreement was incontestable after two

years from the date of the policy rather than after

two years from the date of the agreement.

Appellee earnestly submits that such construction

is unnatural, erroneous and unjust and that a rehearing

should be granted thereon for the following reasons:

(1) Appellants, defendants in the court below, con-

ceded at the trial in said court, both orally and in their

written brief, that the suit to cancel the amendment

to the $2000 policy was commenced within the con-

testable period. On page 14 of their brief before the

trial court, we find the following:
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''Defendant admits plaintiff's third proposition that

the suit to cancel the amendment to the $2000
policy was brought in time."

The trial court held that the suit as to this amend-

ment was commenced within the contestable period.

{Trans. Rec, p. 89.) Appellants did not assign this

holding of the trial court as error. The point was not

discussed either in appellants' or appellee's brief. It

was not mentioned in the oral argument before this

court except the possible statement that the appellants

conceded that as to this amendment the suit was com-

menced within the contestable period.

We realize that this court did not have before it

the foregoing history of the construction placed upon

the clause by the parties litigant when it prepared its

decision. We sincerely believe that for this reason alone

the decision should be reconsidered; that if the court

is incHned to the view that both sides and the trial

court have improperly construed the clause, it should

hold its ruling in abeyance until the parties have been

further heard. The decision, as it now stands, appears

to us to be unfair to the trial judge who gave faithful

and careful attention to all the issues, and also to ap-

pellee who was not given an opportunity to present

its views on the question to this court either in its brief

or by oral argument.



(2) While it is true that where an ambiguity exists

in a poUcy of insurance the ambiguity should be con-

strued in favor of the insured, this rule of construction

does not warrant the construction of a policy so as to

read an ambiguity into the terms of the policy and

then construe it against the company. This proposition

is discussed in Appellee's Brief under assignment of

error II on pages 8 to 10 where the authorities are cited.

The argument under the assignment commences on page

11. We quote from the opinion of the U.S. Supreme

Court in Bergholm v. Peoria Life Ins. Co., 284 U.S. 489,

492; 76 L. Ed. 416, 419:

''This canon of construction is both reasonable and
just, since the words of the policy are chosen by
the insurance company; but it furnishes no warrant

for avoiding hard consequences by importing into

a contract an ambiguity which otherwise would not

exist, or, under the guise of construction, by forc-

ing from plain words unusual and unnatural mean-
ings."

Other cases cited in Appellee's Brief are to the same

effect.

The construction of the clause in question was con-

sidered by appellants, by appellee and by the trial

court. All of the parties involved placed upon the

clause the same interpretation, to-wit: That the word

''its" referred to the Agreement and not to the original
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Policy and that the contestable period commenced to

run from the date of the agreement amending the policy

and not from the date of the poHcy itself.

It seems to us that this conclusively demonstrates

that there was and is no ambiguity in the phrasing

and that this court when it reconsiders the matter from

this angle will agree with the construction conceded by

the parties and adopted by the trial judge.

(3) If the incontestable clause in the amendment

quoted above is analyzed it will be seen that it has

one subject with a compound predicate; in order and

to get at the meaning it should be read as two separate

sentences, as follows:

(a) This agreement shall be subject to the gen-

eral terms and conditions of said poHcy.

(b) This agreement shall be incontestable after

two years from its date of issue.

Appellee submits that a proper analysis clearly

unequivocally establishes the proposition that "its"

refers to the subject, that is, ''this agreement," and

does not refer to "the poHcy."

Furthermore, it should be kept in mind that an

amendment for disability benefits may be added to a

policy many years after the date of issue of the original

policy. If the construction which the court would place



upon the incontestability clause is correct, then in case

the amendment is issued two years or more after the

date of the policy the period for contest would be elimi-

nated entirely although the wording of the agreement

would indicate that the parties were actually making

an agreement allowing contest within a stipulated time.

Appellee earnestly contends that the court should

grant a rehearing with respect to subdivision (a) of its

opinion and that the decision should be modified to

hold that the contestable period as to this amendment

commenced to run from the date of issue of the amend-

ment and not from the date of issue of the poUcy.

II.

Error of the court in holding that insured's disability

did not arise from bodily disease occurring before the insur-

ance contracts took effect and known to the insured.

The Court in subdivisions (f) and (g) of the opinion,

held that the insured's disability did not arise from

bodily injury or disease occurring before the Agree-

ment took effect and known to the insured. The opinion

points out that the District Court decided on the can-

cellation of the insurance on account of the false rep-

resentations made by the insured concerning consulta-

tions with and treatments by his physician prior to the

creation of the insurance contracts, but made no find-



ing upon the question whether the insured knew, prior

to the appUcation for disabiUty insurance, the nature

of the disease causing the total disabiUty. This Court

then made a finding on this point in favor of the insured

apparently on the theory that the insured did not know

at the time he made the application for insurance that

he had the particular disease which the doctors now

find he has.

The Appellee believes that this holding is erroneous

and, if allowed to stand, will result in substantial in-

justice, for the following reasons:

(1.) Such holding, the Appellee respectfully submits,

is unsound as a matter of law. The disability benefit

provisions, under which insured seeks to recover, provide

for allowance by the company of disability benefits

upon receipt of due proof

''that the insured has become totally disabled by
bodily injury or disease * * * *"

''and provided that * * * *

"such total disability did not arise from bodily in-

jury or disease occurring before the insurance under

this Policy took effect, and known to the insured,

but not disclosed in the appHcation for the insur-

ance under this Policy * * * *"

The disability benefit provisions in the amendment

to the $2000.00 policy are similar to the above except

refer to "Agreement" instead of "Policy."



8

We think it will be conceded that the insured, in

submitting to the Company due proof that he has be-

come totally disabled by bodily disease so as to be en-

titled to disability benefits, is not required to show the

correct diagnosis of the disease. The essential matter

is the fact of a bodily disease causing total disability.

In this case if the insured were required to show in his

due proof of disability the correct diagnosis of his ail-

ment he could not recover because he now relies upon

a diagnosis not mentioned in the proof.

Now, the exception to liability in the proviso above

quoted contains exactly the same phrasing ''bodily in-

jury or disease" and it seems to Appellee inequitable

and unsound to hold that the claim of insured may be

validly based upon the fact of a disabling disease without

regard to diagnosis but that the company in applying

the proviso excepting liability must show that the in-

sured, besides having had knowledge of the fact of the

disease, also had knowledge of the correct diagnosis of

the disease.

It should be kept in mind that one might be suffer-

ing from a disease that is not diagnosed properly or at

all. He might then not know the name or correct diag-

nosis of the disease but he would know that he had a

disease and the manner in which it affected him. In

other words, he would know that he was suffering from
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"bodily disease." Many times it happens that the pre-

cise nature of a disease causing disabiHty and death

cannot be determined until after a post mortem examina-

tion. Nevertheless, the patient may have suffered for

months or years from a disease and have been entirely

disabled thereby and both he and his physicians would

have known that he was suffering from "bodily dis-

ease."

If the disability provisions in the policies are to be

construed in accordance with the opinion of this Court,

then it would be possible for an insured, after having

secured a policy by fraudulent representations that he

had not consulted any physician nor suffered from any

disease, to recover benefits on account of disability aris-

ing from the diseased condition from which he was

suffering when he fraudulently secured the policy. His

alibi would be that although the company proved that

he knew he was suffering from disease it had not shown

that he knew the diagnosis and correct designation of

the diseased condition. On such unsound reasoning he

would be allowed to recover even though the disability

from which he was suffering was a direct outgrowth

and progression of the disease which the insured had

at the time he made his application. Such an interpreta-

tion of the insurance contract opens the door wide for

fraud and, in our view, is not in accordance with the
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plain reading of the contract and certainly does not

result in equity as between the parties.

(2.) Appellee further submits that the holding of

the Appellate Court is not in accordance with the find-

ings of the trial judge or with the substantial evidence

in the case.

The trial court, after considering all of the evidence

and seeing and hearing both Mr. and Mrs. Horwitz,

appearing personally as witnesses, held:

"that the answers made by defendant Charles Hor-

witz to said interrogatories numbered 8-A, 8-B, 10

and 11 [relating to consultations and diseases] were

untrue and were known by him to he untrue, particu-

larly in this: that within two months immediately

before the date of said application and also for a

period of more than one year immediately before

said date said applicant had suffered from and had
consulted a physician for ailments and diseases of

the nervous system, heart, blood vessels, and lungs

and that on or about December 13, 1929 the appli-

cant had suffered from dyspnea and cough, palpita-

tion and precardial pain and had consulted and
been treated therefor by Dr. Theodore Melnick, a

duly licensed and practising physician and that dur-

ing the month of November, 1930 said applicant

suffered a serious impairment of health and became
so ill on account of cardiac palpitation, precardial

pain, dyspnea, weakness in legs and tender ankles

that he was bed-ridden about ten days and that

at that time he consulted and was treated by said

Dr. Theodore Melnick for said ailments and that

he also consulted and was treated by Dr. Theodore
Melnick for illnesses at other times, to-wit: January

7, 1929, December 21, 1929 and February 7, 1930."

{Trans. Rec. p. 74.)
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The evidence fully supported these findings. Most of

this evidence is referred to and discussed in Appellee's

brief (pp. 46 to 53; 116 to 122) and will not be repeated.

However, certain features of the evidence, perhaps over-

looked by the Appellate Court, will be referred to here

to show that the evidence amply supports the proposi-

tion that when the application for the insurance was

made the insured was suffering from a serious disease

the symptoms of which had been manifest to the appli-

cant for a considerable time prior to the application and

were well known to him; that this disease thereafter

progressed with increasing symptoms and aggravation

and that although the diagnosis thereof was changed

after this case commenced, the disease itself, with its

symptoms, was actually in existence and known to the

insured prior to the time when the insurance became

effective.

The insured submitted his claim for disability bene-

fits in November, 1932. With the claim he submitted

the reports of three attending physicians.

The first was by Dr. Theodore Melnick, of Phila-

delphia (Plaintiff's Ex. 7; Trans. Rec. p. 235). In this

report Dr. Melnick stated that the first consultation in

the present disability was on December 13, 1929, and

that the history given at that time was ''dyspnea, cough,

palpitation, precardial pain" (Ans. 5); that the date of
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onset of the present disability was about one week prior

to the first consultation; that the predisposing cause

was arterio-sclerosis and that the diagnosis and symp-

toms of the disease causing the disabiUty were "myo-

carditis, arterio-sclerosis, generalized including spinal

cord with intermittent claudication, above symptoms

(5) plus numbness & weakness of R. hand & lower

extremities, fatigue, easily dizziness."

The second report was by Dr. W. E. Hughes of

Philadelphia (Plaintiff's Ex. 8; Trans. Rec. p. 236), who

stated that the date of the first consultation mth him

in the present disability was July 29, 1931; that the his-

tory given at that time was ''inability to walk or use

hands well" and that the date of onset of present dis-

ability was ''about a year before seeing him"; that the

diagnosis and symptoms of the disease causing disability

were "multiple neuritis." Dr. Hughes testified by deposi-

tion {Trans. Rec. p. 157) that he first treated Charles

Horwitz on July 29, 1931; that at that time the history

given was that his legs had been a little weak, starting

about a year before; that they then got much better;

then in December, 1930 they got worse again; that his

principal complaint was "weakness—unable to walk very

well."

The third report on claim for disability benefits was

by Dr. Charles E. Sears of Portland, Oregon (Plaintiff's
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Ex. 9; Trans. Rec. p. 237), who stated that the first

consultation with him in the present disabiUty was on

October 18, 1932; that the history given at that time

was numbness, shortness of breath, difficult}^ in walk-

ing, and that the date of onset was about one year ago

and that the diagnosis and symptoms of the disease

causing the disability were ''encephalitis, numbness and

difficulty in controlhng hands and feet, aching and

tremor of legs. Feet drag."

Dr. Sears testified at the trial that the insured's

condition was sclerosis of the connective tissue forma-

tion in the different components of his nervous system,

the brain and spinal cord, and that the effect on him,

among other things, was an involvement of the so-called

motor-tracts, with a slight involvement of the tracts

which have to do with sensation and coordination so

that there is difficulty in making precise movements

{Tr. Rec. pp. 198-199). This doctor testified on cross-

examination that the patient would be able to discern

certain results of this disease and that this would be

true even though it might be in its earlier stages {Tr.

Rec. p. 201). He also stated that the patient presented,

especially in the beginning, some of the common char-

acteristics of encephalitis; that some time in February or

March, 1933 (this was after the present case was com-

menced) he became reasonably satisfied of the diagnosis
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''neuritis sclerosis" but that the dinching of the diag-

nosis was when he examined the patient within a week

prior to the trial of the case, which commenced on

December 11, 1933 {Tr. Rec. p. 204)- He further testi-

fied that he could not state how long the condition from

which the insured was suffering had existed; that he

would have to be controlled by the consideration of the

history of the case to advance an opinion on this sub-

ject. (Tr. Rec. pp. 204-205.)

Dr. Brill of Portland, Oregon, did not examine the

insured until after this case was commenced. He testi-

fied that the insured was suffering from a process which

results in a continual destruction of the \dtal nervous

tissue, which tissue is replaced by scar tissue, and that

as the tissue is destroyed the function of the same is

lost with the result that the functions controlled by the

particular nerve tissue which is destroyed, are lost; that

the disease is designated ''disseminated sclerosis"; that

"this type of disease is always of a progressive nature,

that is, it tends to involve more and more nerve tissue

as the years go on—as the years roll by" {Tr. Rec. pp.

188-189); that he called this disease a "progressive,

very slowly progressive, disorder" and that he would

characterize it as of "slow progress"; that it varies in

the actual extent with which it progresses but in a gen-

eral way it is slow in all cases but in some people it is
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a little slower than others, but it is a disease that does

not run a course of a few months; it is a disease which

runs a course of years {Tr. Rec. pp. 194-195).

The Appellee earnestly contends that the foregoing

evidence, together with other evidence in the case dis-

cussed in Appellee's brief shows:

That the disease causing the disability commenced

long prior to the application for insurance which was

dated January 3, 1931; that the symptoms of the dis-

ease were apparent to the insured as early as one week

prior to December 13, 1929 (first consultation with Dr.

Melnick for present disability); that the insured be-

came progressively worse from the latter date until he

became totally disabled; that although he may not have

known the correct diagnosis of the disease he knew

that he had a disease with serious symptoms about which

he made direct complaints to his physician, commenc-

ing in December, 1929. The consultations with his

physician and the facts concerning the disease and the

symptoms thereof were not disclosed in the application

for the insurance.

Therefore, it should be held that the company, by

reason of the exception in the disability provisions of

the contract, is not liable for the disability benefits. To

hold otherwise would be to read an unnatural meaning
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into the words of the contract and make it possible for

an insured to recover in any case where the insurance

company is not in a position to show that the disease

was properly diagnosed prior to the time of the applica-

tion for the insurance.

The court should grant a rehearing upon this phase

of its opinion and the decision should be modified to

hold that the disability arose from bodily disease occur-

ring before the insurance took effect, which was known

to the insured but not disclosed in his application for

the insurance, and therefore the present disability of

the insured is not covered by the provisions of the insur-

ance contracts.

In conclusion may we urge that this Court, from

whose final decision there is no appeal as a matter of

right, review the case in the light of what is set out in

this petition. Appellee earnestly beUeves that the con-

clusions and decree of the trial court were correct. It

respects the ability and learning of this Court and

appreciates that its views were reached only after care-

ful study. For this reason it dislikes to ask that more

time be given to the case. Nevertheless, it feels strongly

that the present decision does not do equity and that

the Court upon the record as it now stands and further

argument, if desired, should change in favor of Appellee
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the two phases of its decision, particularly referred to

in this petition.

To that end we humbly pray.

Huntington, Wilson & Davis,

W. M. Huntington

Roland Davis

Solicitors for Appellee.

I hereby certify that in my judgment the foregoing

petition for rehearing is well founded and that it is not

interposed for delay. I further certify that the quota-

tion set out herein from Appellants' (defendants') Brief

submitted to the trial court is correct.

W. M. Huntington,

i,^ Of Solicitors for Appellee.
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